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PREFACE TO SECOND REVISED EDITION 

In every printing of this book — and there have been 
fourteen in addition to the first printings of the original and 
revised editions — changes have been made to bring newly 
estabhshcd principles and practices into the picture. In 
this second revision, like the first, a substantial portion of 
the book has been changed. More than 60 per cent of the 
1932 edition has undergone some form of rewriting. 

To keep the book within manageable limits, some out- 
dated material has been deleted, and other material, now 
mostly of historical importance, has been summarized. 
The tables and examples have been brought up to date. In 
most instances references to companies or to issues of securi- 
ties that have disappeared have been dropped, and new 
examples have been substituted. Government and other 
studies and reports have been drawn upon and cited. Because 
of the upheaval in the Investment banking field, the chapter 
on syndicate underwriting has been completely revised. A 
number of chapters, particularly those on selling securities, 
on- holding companies, and on reconstruction of Tiorporations, 
have undergone substantial changes to give full effect to jfche 
following legislation passed since the revision of 1932 : 

Banking Acts of 1933 and 1935. 

Securities Act of 1933. 

Securities Exchange Act of 1934. 

Public Utihty Holding Company Act of 1936. 

Social Security Act. 

1938 Chandler Act amendments of Bankruptcy Act. 

Trust Indenture Act of 1939. 

Federal tax laws. 

Many persons have been helpful in supplying information 
about changed practices. To all of them my sincere thanks 
is extended. I am especially indebted to Mr. David F. 
Anderson for his enthusiastic and painstaking assistance in 
the rewriting of the chapter on, underwriting. I can best 
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expicsH my appreciation, of tlic conl.mucd ml crest ami work of 
Miss Lillian Dons (she is too veil known under t.Iiat name 
to substitute for it her “aftcr-acipiin'd” nanud by quotinfj, 
an “anonymous’' couplet with which Sir Waltci Scott licadcd 
a ehaptpr of one of lus Waveily novels- 

“The page he killed the boar, 

The ICmght he got tlie glonc.’’ 

C. W. (h 



PREFACE TO FIRST REVISED EDITION 

Since its publication, this book has been through a 
number of editions, each of which has contained a number of 
minor revisions. Because in the present edition it was planned 
to reset the type entirely, the author seized the opportunity 
to bung all the material up to date 

The use of new devices m corporate financing has involved 
the enunciation of new principles and has required an explana- 
tion of those devices and their effects. New illustrations have 
been added and many of the old illustrations have been either 
ehminated or levisod in such a way as to reflect later practices 
and later results. The total net addition to the book amounts 
to over 100 pages. 

The general outline has been preserved, and those who 
are familiar with the old book will have little difficulty in 
discovering the additions. 

I am again indebted to Miss Lillian Doris, who has been 
untiring in her assistance. 

Dr. Harry G. Guthmann, Piofessor at Northwestern 
University, an old colleague and constant friend, has, in the 
course of his teaching, come upon -a number of instances where 
•unpiovement could bo made in the text. I have incorpp- 
rated his suggestions in the second printing of the revised 
edition, and I take this opportunity giatefuUy to acknoj^^ledge 
my indebtedness. 


C. W. G. 




PREFACE TO FIRST EDITIOK 


This book is practically the course in coiporation finance 
as it has been given for a number of yeais at the School of 
Coimneiccj, Accounts and Finance of New York University. 
The aim in teaching the couise has been to give the alert, 
capable student a thorough training in the subject, by which 
IS implied breadth of information and depth of insight into 
the underlying prmciples. I am convinced that a course m 
the subject of business finance based on this book and vigor- 
ously pursued can be trusted as a modern substitute for some 
of the college mathematics, logic, and philosophy of a gen- 
eration ago 

But in preparing the manuscript I have tried to keep in 
mind the casual reader and the business man who may care 
to use it as a reference I have tried, therefore, to make the 
information exact, to show the “how” as well as the “why,” 
and to leave no loose ends in the telling The persons I have 
m mind will, F trust, be .grateful for the charts. 

The writing of this book, and especially its completion, was 
done under great difficulties. The shortcomings are thus 
explained if not excused. Day bty day, as the work made its 
.slow progress, I was forced to marvel anew at* the loyally 
of the friends who helped and the kuidness of utter strangers 
to whom I made appeal for assistance. I wish I could recall 
these names and record my deep appreciation. Surely in the 
business hfe of America today one meets universal kindness 
and helpfulness that put misanthropes to shame. 

I must give special credit to my old student and present 
colleague, Raymond E. Bagley, who has diawn all the charts. 
Messrs. Joseph H. Bonneville, Edward D. Arnold, Thatcher 
C. Jones, and Professor David F. Jordan, all of the Faculty 
of the School of Commerce of New York University, have 
given helpful criticisms of parts of the manuscript. Miss 
Lillian Doris has done so much work on the book, intelhgently, 
patiently, and loyally, that I seem selfish in not adding hei 
name as a co-author. 


Chahles W, Gbestenbeiuj. 
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FINANCIAL ORGANI2ATION 
AND 

MANAGEMENT OF BUSINESS 




Chapter I 
PROMOTION— 

THE WORK OF THE PROMOTER 

Scope of book. — Wbcn a business man speaks of finance, 
he may have one of two ideas in mind; he may be thinking of 
the way money is coined and how funds aie created by banks 
to be exchanged in foreign and domestic banking, or he may be 
thinking of how individuals and corporations obtain and use 
funds and distribute the profits derived therefrom. The 
former idea carries one naturally into the field of banking; 
the latter into the field of business finance. In this book 
we shall study the latter idea: how businesses aie organized to 
acquire funds, how they acquire funds, how they use them, 
and how the profits of the business are distributed. We shall 
have to consider also what happens to a company when it has 
insufficient funds or when its operations result m losses. 

The relation of finance to other branches of business. — 
Finance is intimately related to the other branches of business, 
namely, production, marke,tmg, and accounting When pro- 
duction is inefficient, funds will be wasted, if, indeed, they 
can be attracted at all by the inefficient concern. The 
principles of marketing will have’ to bo diawn upon by 
tlie financier, first iii studying whether to engage funds in a 
given enterprise, and second, in discoveiing how to market' 
stocks and bonds. Accountjing is mtimately connected with 
finance, for the financial manager must rely upon the accuracy 
and scientific aiiangeineiit of the recoids of a company to 
guide him m managing the in-flow and out-flow of funds. In 
this book, therefore, it will be necessary at times to refer to 
principles of production, marketing, and accounting; but only 
so much of these subjects will be drawn upon as is essential 
for thd study of finance 

Promotion. — Promotion is the first step in finance. Pro- 
motion may be defined as the discovery of business opporLuni- , 
ties and the subsequent organization of funds, property, and 
managerial ability into a business concern for the purpose of 

1 



2 FINANCIAL UJIGANJZATION AND MANAGEMENT 

maVing profilfl thcrofrom,' A man wilh funds is master of 
many people’s destinies. By liontributinK to this enterprise 
or to that, he dictates which of tlic public’s di-sires for goods 
or services shall ))C realized. ’J'his responsibility is a great 
one and is committed by most, sensible iieople to mve.stment 
banka, whoso bu.siiu*sa it. is to iuve.s(igiit<> enterprise.s calling 
for funds to .s<>o whether they nill st'rvo a public demand 
urgent enough to earn a return .siiflie.ii'ut to pay alt operating 
expenses, interest on the capital invested, and to yield, /in 
addition, a profit that will eneoiiragi' tht! managers to earry on 
the busincas with the utmost oflicieney. Investment bankers, 
however, do not initiate enterprises. I'liey simply investigate 
them and decide whether or not funds .shall be invested in 
them. They are promoters, liowever, in the sense that fre- 
quently they are‘"niaE:fn'S'”nf"morgers.'’^ The original idea of 
the business, if iUs a new one," aftes in the mind of a promoter. 
Ttia the work of the pi’‘dmo1 eiTo'scarcTiforTtcw public demands 
and to find means (^jBatisfying them. Frecjuontly. the pro- 
moter will carry his worinieybiul thf‘-«bigc.,of promotion and 
undertake to conduct thojiromotc'd business. Much men are 
really ontveproneuis who "jfronio'tc their owir "(hiterprisos. 
The out-and-out iiromVi’ter, liowevc'i',- a' man like tlmrles H. 
Flint," who promot<‘d the Americau Chicle Co., and a number 
of other coinpanie.s —ordinarily does not iiitere.st himself »n 
managing the Imsineas after it has beim pvomob'il. For the 
present, we shall confine our attention to promotion jiir'e and 
simple and to the work of Iho promoter a.s such. 

' The promoter and competition.- -A promoter may unddr- * 
take to launch an enterprise because he feels that some other 
concern is making monopoly proTits or(eohjunctm’al profits, a 
part of which he can share^ Every ‘time a new business is 
started in a field m which there are already competitors, we 
have an illustration of this form of promotion. The promoter 
ought to be well assured that there are some available monop- 


‘ During the meiger cm of 1 02()-l{).3n, eoiiRofidat um« m ere proicoted by 
officers of corpiiratinus, memberH of invehlmeut buitkiu}; fimm, Ittwyers, indus- 
trial enpnoers, and eommcTeml banker's, ns wcU na by piolesHional itromotoro 
For namoB of men pnaninent in eon.sohdnlion iinmiolions durinj? llu* period 
mentioned, boo a ai'rjes of niliek'H e« titled “An On time of Mci'rI'is,’' by Join) 
.Allou Murphy, winch appetued in A'oies ManagririttU and Advirhuers' Wetkljf, 
issues of Out. 27, Nov, 10 and 24, Loo 8, 22, and 29, 1928, and Jan. 12, Fob, 2 
and 16, and Mar. 9 and 30, 1929. 

* Sm his “Memorioa of an Active Life.' 
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oly or conjunciural profits. If, however, his purpose is to 
promote a ooneern to earn what the economists call “pure 
profits,” he must be reasonably sure that the standard of 
efficiency of those already in the field is so low that a new 
concern will be able to produce at a lower cost, for it must be 
remembered that every now concern that enters a given field 
of production increases the available supply of products and 
thus tends to bring down the price of that pi'oduet.® ' 

On the other hand, the promoter may seek to ehminate 
competition through the consolidation of several competing 
units During the period of the formation of the industrial 
trusts^ say from 1880 to 1903, and during the more recent 
period of the creation of large business units, say from 1916^ 
to the present day, promoters have found their largest profits 
in this form of promotion work. 

Economic function of the promoter.— f-The successful pro- 
moter makes large profits, so large mdeed that it is sometimes 
thought that he is overpaid for the services he renders. The 
fact is that he not only takes huge risks but that he performs 
unusually valuable services for the public. In an action 
brought against Thomas F. Ryan by Harry Haskins, a pro- 
moter, the latter stated in his complaint that he had spent 
$60,000 in. investigating Jho feasibility of consolidating a 
n'Umbp’’ of independent lead plants and m obtaining options 
on those plants. 

AA engineer’s report on a’ projected interurban railway or 
. electric light and power plant and distributing system may 
easily cost as much as $10,000 or more, and the result of the' 
report may be to show that tjie project is not feasible. There 
is a well-known engineering firm in this country whose specialty 
it is to investigate patents for new inventions to see whether 
the patents are secure against infringements and whether they 
are commercially exploitable. We are told that a fee of from 
ten to fifteen thousand dollars to ascertain the business .value 
of an automobile accessory is not unusual. ^ In another case a 
promoter spent $30,000 for mvostigations, plans, and like 
material jireliminary to the organization of an engine works. 
All such expenses are paid by the promoter, and if his investi- 
gations prove the inadvisability of such an undertaking — as 

* Tlio reader who is tmacquainled with oeononuo theory will do. well to 
rood the chapter on profits in Ely and Wicker, “Elementary Prmoiples of 
Economics.” 
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they did in the ease of the engine works—thc entire cost ie 
borne by him as a loss. 

The promoter performs a public .service whenever he pro- 
duces a successful concern. * As we have seen, ho cither 
creates a neV demand that helps us to do our business more 
readily, or to live more comfortably, or he, supplie.s older 
utilities in a cheaper ivay, or he savAs the luining wastes of 
competition with iis long trail of duplicatioiis, unnecessary 
advertising, and .similar extiavaganccst 

The promoter has been much maligned. He is not a presti- 
digitator. Rufus Wallingford no more rcpre.scnt.s the i<ud 
type of promoter than Sherlock ITohiies repri'seiits the true 
type of detective. The true promoter may have his moments 
of elegant ease, but he knows what real woik is. Wc are 
told that one of the best-known promoters m this country had 
a load of mules on board ship on the way to Europe m 1914 
a few days after the declaration of war. You can imagine 
how this man worked night and day in getting the con- 
tract and m filling it. As we shall see, tlio promoter’s work 
of discovering, assembhng, and financing is a matter of close 
attention to details. 

Steps in promotion. — ^Tho promoter aecomplishcs his pur- 
poses in three distinct .stop.s; (Irst.ho makes Ihti discovm^of 
the idea, then he ai^tanbles the ('leinents of the bVisine^ aSid 
finally he procures the funds to jmt f.ho.se (‘lements into 
OTeration. 

Discovery.— -A promoter makes a discovery when h(‘‘dotcr-^ 
"mines that an opportumty exists for cxjjloitation. 'riie oppor- 
tunity is at this stage a more idea which may involve the 
ciesflion of a new demand or the satisfaction of an old demand 
that is not yet well or completely satisfied.' For example, 
when the Umted States entered the World War, a demand for 

* This statement (|*a«ines, of couise, lhat the conerrii bioUKht into oMStenee 
by thflipromotei’s effoits does not abuse the mteieslf. of JiivehUn's, of eonsumers, 
or of tho general public. Uufortunatclvi the pnmiotmn of many large public 
utility holding coiiipaiueH and other cominnationb in the decade from KJSO-lflSO 
was marked by perswlont and widespiead disregard of iniblic inteiost Tina 
condition was iwonlod eapeoially in tho CJoiigtessioiial iiivestigaliops wlucii 
oulraiiiatod ui the piisaago of the Boouritioa Act of 103!}, the H<*c,nritie« lOxehango 
Act of 1934, and Iho Public Utility Act of 1935. While thia legislation liaa 
helped eousidciably to olipck unsorupulous piaotices, (hivorumeut reports 
based upon invcstigatums ma<lo by the Sceunties and J*)\oliangi' Ooinuiission 
subsequent to the enaotment of tho laws mentioned indicate the need of and 
make loeommendatious for further Icgidation to protoct investors. 
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“service” flags was created by the invention of the “service” 
flag, and it is s^fe to say that this idea meant thousands 
of dollars not only to the inventor, but to a great many 
other people who wore in the business of making flags or who 
wont into that business. On the other hand, there has been 
in existence for some time a demand for a simple method 
of wi’apping up bundles, and the man who first conceived the 
idea of using gummed paper tape was at the moment of 
discovery a promoter. Frequently, an idea is refined by 
futui’e promoters. 

Steps in discovery. — As was intimated in the previous 
paragraph, discovery is essentially a matter of investigation. 
The idea itself may come as a flash to an inventor; it may be 
an inspiration on the part of some people engaged in a similar 
business to expand into a somewhat new field, or it may pain- 
fully develop in the minds of competitors who sefe in it an 
escape fiom the min that a continuation of competition will 
entail. , A familiar example of the last of these is the threat of 
Carnegie to go into the semi-finished steel products industry 
to foiestall the plans of Morgan, who was taking steps pre- 
paratory to going into the iron ore industry. But the feasi- 
bility of the idea must be investigated by a persoiT ^?Eo8e 
training luid experience fit him to weigh impartially all the 
ctemonts of advantage and^sk that lurk in a projected enter- 
prise. (^In the very natuio of things, a person who has 
conceived an idea usually is an optimist and an enthusiast; 
his viewpoint is warped by ' prejudice. It would be much 
' better for him to turn over his idea to an impartial investi-^ 
gator, a trained promoter who can weigh the elements that 
will have to be taken into* consideration in making aofair 
forecast as to whether the enterprise will be profit-making 
or not. It will be seen, therefore, that the mere ^^nce£tion _ 
of an idea is not all them is to discovery. - This step_'in^ 
pr omoH oii" includes,. BpjJbjJy conceptiop. inv^SiigLatrojiI. 
^ncl ±his_lgtJ^r4)raQesa inay_ag,^^^yidedjntq thrm "^e^ 
of, whisk ’thQ.fii;st is a rou|h^csthnj,t^.the/sec^^^ 
investigation, an ^the c hp^i3gjai ^2 . r , 

A rbugfiT estimate. — tet us suppose that ah idea is brought 
to you and that you are asked to promote it into a business 
enterprise. You will first inquire who originated the proposi- 
tion, and in obtaining the answer to this question you may 
save much unnecessary labor later, for the unlikelihood of a 
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feasible idea coming from an incompcb'nl. person is so groat 
that the first rule of (ho jn’ornotor is that a proposition must ho 
properly sponsored. An exainplo of good ."sponsoring could be 
found in the case of a blight young man who luis had experi- 
ence in thor line of lm.sine.ss and .sees nu{)roved methods in 
thatdino which do not aiipeal to his old-fogy employees. 

Tke promoter will then seek to determiiw' tin* basic idea in 
this business. Ts it a mamifnoturmg or a ma rinding idea? 
Does it satisfy an old want in a new way. or does it di'pc'nd 
upon the stimulation of a new demand? y/fhi' pioinoler, it 
will he seen, should be a man of wide expoiienee who can 
sense the possible value of new idea.s and reject without labori- 
ous investigation^those which arc palpal ily de.fectivo. The 
fl-ir n of this first step should be to determine' whether it wall 
pay to spend the time and money necessary to make a detailed 
investigation, 

Who makes detailed investigation, — At this stage of his 
inquiry the promoter will have no more than a “hunch ” that 
he is on the track of a profitable idea ; but it will not pay liiiu to 
spend his time or t.o risk other peoplp'.s money in testing out in 
actual operation the value of a “hunch.’' He must make, or 
cause to be made, a detailed iuvc.stigation. The cost of this 
investigation is comparable to an insurance premium. It 
costs money, to bo sure, but it is a' protection against a mudi 
larger loss. 

If the enterprise is one that involves difficult production 
problems, investigation will bo carried on chiefly by an 
engineer. If it depends for its success upon iho possible 
existence of a demand and the discovery of a proper method 
of reftcbing that demand, the services of a marketing analyst 
should be secured. If, on the other hand, the promotion is in 
the nature of a consolidation, the investigation will be carried 
on chiefly by accountants and appraisers whose business it is 
to determine tho..values of the constituents of consolidation. 
Additional specialists may be required, such as chemists, 
patent-lawyers, and others. 

Scope of detailed Investigation. — For iho present wo shall 
not consider the promotion of consolidations, Tho analysis of 
a projected now cnteiTpriso from tho standpoint of the pro- 
moter may be divided into three parts: first, the computation 
of the capital oost; second, the estimate of probablo gross reve- 
nue; and third, the calculation of tho operating costs. Theso 
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three steps may be stated m another way as follows: will the 
projected enterprise take in enough to pay the costs of opera- 
tion, pay interest on the capital mvested, and leave sufficient 
profit to compensate the owners for their risks and their 
services? ‘ 

The capital costs. — ^Money will be needed for the oftpital 
assets— so-called —of any enterprise. Not only are the land 
and buildings, the machmery and fixtures, and the raw 
materials to be acquired, but also a certain amount of working 
capital is necessary to get the operations started and to keep 
them running smoothly. The amount of capital funds 
required will depend on the nature of the business. A public 
utility such as a gas company or a telephone company will 
require much more in proportion to the size of its business 
than a simple trading company. Then there is to be taken 
into consideration the' proposed scope of the projected busi- 
ness. It may be desired to start out on a large scale or it may 
be thought wise to begin in a small way and to expand the 
organization gradually out of profits. Finally, there is the 
problem of whether all branches of the businesB are to be 
carried on or only a few. For example, it is possible to start 
in the cotton goods business, and to operate only the function 
of buying the product an4 reselling at a profit. The produc- 
fion will bo done by an independently owned mill, and the 
accounting, financing, and coUceting will be done by a fiscal 
agent. 

Ifetermining scope of enterprise. — ^At the outset, then, 
after the nature of the business is determined, and before the 
capital to be raised can be estimated, the projectors will have 
to determine whether they want to start on a small scalh and 
gradually expand, or whether they want to start full-fiedgedf« 
Where a large-s'cale business is contemplated, the underlying 
motive is usually the timeliness of the project. To get the 
market when it is just right is a great* advantage. But 
certainly there arc many disadvantages in trying to build up 
an or'^anizatiou with money only and without regard to the 
element of time. Mistakes are sure to bo made and these 
will bo costly in proportion to the size of the business. The 
personnel of the concern will be difficult to handle, especially 
as compared with an organization whore the different grades 
of responsibility are gradually consigned to men whose ability 
tq shoulder responsibility has been tested. In short, the 
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full-fledged, full-panoplied proposition is likely to bo a forced 
hot-house plant. 

Next, the projcctois must df'lerniine whether nr not tin* 
product is to bo marketed only, or is to be iiiamifnetured as 
well as marketed. Some very prospi'rous eoncc'rns have bei'ii 
built up on products pioducecl ouisidi' the Inisiness itself. 
Ruch concerns, for example, are the mail ordi'i* houses. I’he 
options that arc open to a projector are more miim'i'ous than 
is generally suspected. (1) The concern’ may do its own 
manufacturing with its own machinery, either (a) buying the 
plant or (b) leasing it. This method of cmiducling the busi- 
ness gives the concern the maiiufactnrmg as well a.s tlie sell- 
ing profit, insures uniformity in quality and ciuantity of 
output, and holds out the possibility of meet mg eompetition 
through reduction of manufacturing costs. On the other 
hand, profits may be cut down thinugh such contingencies as 
strikes and fluctuations in costs of inuteiial, the manufactur- 
ing effort may bo great compared with the selling I'llfort, while 
the profits from the former may be relatively small and the 
time and effort required to get the mauufaetturing started 
may preclude large profits that could be obtained by gi'tting 
to the market immodiatoly (2) 'I'he (toiieerii may oontraet 
to liave its product manufactured for it, (n) owning noiut of 
the hiachinery, or (h) owning the patterns and sjieciul tools."^ 
The arguments for and against this plan art* about the reverse 
of what they were for plan**!, (li) The concern may contract 
for the manufacture of its product but may itsidf buy most 
of 3^0 raw material, fflius saving the buying commission, 
which in the case of paper in publishing concerns is usually 
about'lO per cent. Moreover, this plan insures steadiness of 
output in times when materials are scaico. (4) The concern 
day. assemble its product, and may (a) make hone of the 
parts, or (b) make some of the parts. Alany automobile 
concerns use outsfde parts almost exclusively and probably 
few, if any, of the manufucturers in this country make the 
entire automobile. The proliloin hero hmges on large-.sculo 
production. One concern, for example, may not reciuiro 
enough axles to enable it to iiroiluoc them In lai'go quantities 
and thus get the bcnofit.s of lurge-aculo production. 

The reader can easily dotormine for himself, with but little 
consideration, which of the methods of operating a coneorn 
will require the greato.st amount of initial capital. 
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Factors that enter problem of home and outside production. 
Very briefly we shall outline some of the general questions 
that must be considered by the projector in determining which 
method of manufacturing shall be chosen. 

1. Difficulty of raising capital . — Where the project is 
inherently so small or of such a nature that the usual channels 
for raising money cannot be used or cannot be used profitably, 
and where the piomoters have not the necessary financial 
connections, the method that requh-es the smallest initial 
outlay will usually be chosen. 

2. Load factor . — In order to manufacture its own goods, a 
concern may have to buy a considerable amount of machinery 
only part of which can be used steadily. These^part-time 
machines wiU be charged with interest twenty-four hours a 
day and three hundred and sixty-five days in the year. They 
may produce income only 50 per cent or even only 10 per cent 
of that tune In such cases it may be better, till the business 
has grown, to contract for the manufactuie of the product 
with some other concern which through other similar contracts 
enjoys the benefits of large scale production.® 


“ This problem of the load faotoi is only begiimmg to bo understood. In 
commenting on the success of the suc-houi day oL the famous Levcihulme plant 
in England, II K Wobstci explained the situation thus’ 

“ You aiP a niaiiufacturei The laboi cost of the tlung you nialce is ono 
dollar, and the ovcihoad, on the basis of the eight-hour day, is one dollar 
That IS to sav, the inteicbt on the capital mvosled, lent ol piomises, dopieoio- 
tion, taxes, salaiies of executive officcis — all expense, in a woid, that does 
not ihuieaso as the volume of the product inci eases, woiks out, when you 
&ivido it up by the luimbei of articles you make on an eight-hour, onc-ahifi; 
basis, to as much pei article as the wage of a man while he is making ono. 
In this case, ono more dollar Sg the total cost of the aiticle, outside raw 
material, is two dollais ' 

“Now you adopt the six-hour day with two shifts You pay the worker 
his fom dollars foi Ihice ai tides instead of for foui Another worker then 
comes on and you pay him the same At the end of the day you have six 
ai tides instead of foui, but you have paid eight dollais foi them. Now add 
lu the oveihead That icmaina constant at foui dujlais, since it does not 
inoiease with the increased pioduotion Foui dollais, then, added to the 
eight And a gross cost of twelve dollars foi six articles, whoio, on the other 
basis, *you had a gioss cost of eight dollaiB for four aitioles So it comes 
to the same thing? By no moans You’ve been selling those articles at a 
profit, haven’t you? Say of fifty oniits You have an output now — without 
mcronsiiig youi investment in plant — of six os agomst four, A piofit, there- 
fore, of tliieo dollais as against two. 

“And wo’re not at the end of our tether yet, cither. If two shifts, why 
not — ^if the demand wairantcd — ^thioo’ A shift going on at 8-30 p. m. and 
coming oil at 2*46 a m Inconvenient hours, rathci, but it would bo only 
ono week m three tliat you would have it to do. How does that work out? 



10 FINANCIAL dUGAMZATlON AND MANAGICMKNT 

3. Hazard of Ihe axperimcnt. ~I1 there is any danger that 
the marketing at a reasonable jnice will be diflieult, the <'xpen- 
ment ahonld be tried with a mmnniim ol iuveatoil capital. 

4. Secrecy of quality . — Where the enterprise di'peiifls for 
its “selling 'point” on supeiior quality, the business will 
likely 'have to manufactnio its ow'ii goods In praefiee this 
point IS probably less important than it .seems, t'eilaiiily 
in the standardized- -so-called- biands ol eaniied foods and 
toilet articles many coiicenis boast of (lualiiy i hough they 
have little to do wit,h the duect iiroduetiou 

6. Intricacies of the bmincHs. — ^^Vhei(> one department is 
likely to interfere with anothe.r, the most ])rofitable part, usu- 
ally the marketing, will piobably be retained and the other 
department omitted. Thus, comparatively few publisher.s 
print their own publications. 


lAbor cor(. for the three shifts, S12 Overhead, S4 Total, Sll> And voti have 
nine aitiolcs at the foimcr gtoss cost of eight And. nine articles to make 
a profit upon as against foui uiidei the old system ’’ Fiom “Loid Level linlmo 
and the Su-IIoui Day,” Metiopohtnn Maqanne, .Inly, 1010 
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PROMOTION— METHODS OF INVESTIGATION 

Methods of making investigation. — Having now con- 
sidered the broad problems that arise in detei mining the 
amount ot funds that will be required, we may turn to a 
consideration of the three methods of investigatmg specific 
enterprises; that is, the methods^that are used in estima.ting 
probable capital requirements, probable gross earnings, and 
f probable operating costs. * These three methods may be 
stated to be the statistical method, the canvassing method, 
and the comparison method. 

In the statistical method, units are devised and all calciilar 
tions are made on the basis of those units. 

The canvassing method does not use abstract units; actual' 
estimates arc made of the cost of building the pioposed plant, 
•and a survey is also madh of the particular field that is to be 
served by the products of the projected company. 

The comparison method in valves study of the balance 
sheds and income statements of companies which do work 
'similar to that of the projected company, and which are of 
about the same size. 

What funds are required.— Bofoie showing the, exact 
methods of estimating the amount of funds requued for a new 
concern, it seems advisable to classify the purposes for which 
funds for the new business will be needed, in the following 
way: 

1. Promotion expenses. 

* a Prcliramary investigation of the project. 

b. Assembling parties who may be willing to partici- 

pate. 

c. Preliminary engineering, legal, accounting, and 

marketing advice. 

d. Estimates of costs, income, and expenses. 

e. Procuring options. 

11 
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2. Organization expenses. 

a. Incorporation of the company. 
h. Expcnst's of keeping corpoiate organization going 
until company begins operations. 

c. Taxes and interest due lieforc company begin.s 

operations. 

d. Miscellaneous legal .and accounting expense.s. 

3. Cost of fixed assets 

4. Cost of ostabllshnig the biMiiess, winch covers all 

expcnsc.s, including canvassing and advertising for 
business from the time the company begins opcration.s 
till its income is sufficient to meet expenses. 

6. Regular working capital. 

6. Fmancing, including banker’.s conimi.s.sions, costs of 
preparing and filing regisi ration statements undei the 
Securities Act of f 033, if there is to be a public offer- 
ing of securities in more than one State, and pro- 
moter’s profits.^ 

In estimating the total amount of funds ncec8a.ary for these 
six purposes, the investigator will not ncce.ssarily follow 
throughout one of the throe methods inentionod in the proviou-s 
section. Ho will, jicrhaps, u.so the statislical method for 
estimating the promotion expenses and the cost of establish- 
ing the business, the canva.s.sing method for estimating the 
cost of fixed assets; .and foi- tiie rcimahiing itoni.s he may u.s(‘ the 
comparison method. 

>Rnportance of detailed classification. — This chussificatioii 
may seem to be extraordinaiily dejtailed and applicable only 
to large enterprises. The fact is that it is important in the 
smallest as well as in the largest projects. Some of the items, 
to be sure, may be very small, but this statement is likely to bo 
true only absolutely and not relatively. At any rate, the 
promoter entering upon any project will do well to use a table 
like thaf contained in the foregoing paragraph no matter what 
undertaking ho has iii hand, for then ho will lie less likely to fall 
into the grave error of making his estimates too low. This, 
after all, is the great danger against which the promoter must 
guard. The promoter is an optimist; ho would like to sec his 
concern launched with a small iiutiai outlay, for in that way 

* See Elements of the Cost and Value of a Oas Plant, C. W. Oeislenberg, 
“Matenala of Corporatioa Fmanco,” page 455, 
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his enterprise will better engage the inteiest of capitalists. 
But there is a /undamental lule of finance that the last dollar 
is always the most valuable dollar If $100,000 has been 
invested m a concern and $10,000 more is needed, the people 
who furnish the final $10,000 are likely to deipand as large 
an interest for their money as those who furnish tlje first 
$100,000. Without the last $10,000, the first $100,000 will 
become worthless. The promoter then must see to it that his 
estimates are ample and that no money is tied up till the full 
amount is in sight. 

Statistical method of calculating capital requirements. — 
We aie now ready to explain the methods of calculating the 
capital requirements of a new concern. In the statistical 
method the various elements of outgo are broken up as far as 
possible into uniform units After the cost of each unit is 
estimated and the number of units of each kind that will be 
needed is ascertained, it is simply a matter of mathematics to 
arrive at the total cost. 

1. Promotion expenses — The statistical unit that can best 
be used in calculating the promotion expenses is probably a 
unit of time. All the promotion expenses can be reduced to a 
matter of paying the promoter and his engineering, accounting, 
and marketing experts for the time required to make their 
investigations. Some nloney probably will have to be given 
in a lump sum to bind the options, such as an option on a 
patent, but frequently even the «onsideration for the options 
will be the promoter’s promise to undertake and prosecute 
the promotion of the company. An estimate on the statistical 
basis of the promotion expenses of a concern to exploit a 
patented automobile accessory, to be sold but not m|inufac- 
tured, would appear as follows: 


Promoter's expenses, mcludmg prelimmary investigation, engagmg 
expel ts, assembling, etc , 100 days at $50 a day , $5,000 00 

Engmoei's leport on validity oi patent and feasibility and economy 

oi patented device, 10 days at $100 a day 1,000 00 

Commeicial analysis of proposition by maiketmg analyst, 20 clays 
at $25 a day . , . . . • 600 00 

$6,500 00 


Total 
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2. OrganimUon expcmvs . — In the same way the orgamza- 
tion expenses may be estimated as follows.- . 

Incorporation of company 

Filing fees . . RtO 00 

Orgamzaliinn tax, 31,000,000 capilal stock at 60o per 
31,000 000 00 
iawyor'a fees, 5 da\s at lilOO a day 000 00 

Legal expenses, stcnngiaphin . 20 00 

— 31,000 00 

Oflice expenses ioi 8 weeks, at 810 a aoek tor eleiii-al helj), 
and S75 a week toi luanugoi . . 020 00 

Rent of olhi'e foi two months at '<1T) a nionUi , l.'iO 00 

Miscellaneous expousi's, stationeiv, telephone, ete SO 00 

Total 32, 210 m) 

3. Cost of fixed assets — ^We shall assume hero that the 
company is merely to sell its piodunt and is to have it manu- 
factured by a contractor. This will simplify our piocedure 
while we are malang a general survey. Later we shall lake 
up in detail the problem of estimathig the cost of fixed assets. 
Our present estimate, therefore, need ineludo only office 
furniture, the actual coat of prepaiing the patent papers, and 
legal expenses incidental to getting tlic patemi ^ 


Pntont, 3225 00 

0 do&kH at 345 270 00 

2 typists' desks at $45 00 00 , 

3 filing ealniicts at 3H0 105 00 

2 typewi’ili'i niaclniu'h at 3100 200 00 

2 tallies at 3 tO 80 00 

12 chairs at $7 .50 00 tKl 

2 ruga at 3,50 1 00 00 . 

TotuP SMflOOO 


4. ^ost of establishing the Imsini'ss. - In largo enterprises, 
such as public utilities, the cost of establishing the Imsiness 
gives rise to the capital asset known as ‘ ‘ going concern value." 
In a well-known rate case, the New York Court of Appeals 
defined “gomg concern value" as follows’ "I define ‘going 
value’ for the rate purposes as involved in this case to be the 

“These pxpoiibos lun fiom tin* time an office is cngiignd iiaUl tin* conipiiny 
is OTganiised, the funds are raihed, and (he coinpiiny bcgiiw oi>ora(,ions. 

** It IS asbimied that the eoinpimv is to pay the expenses of getting the jiateiit, 
and that in addition Ktoek will he given the inventor for his invention. Addi- 
tional stock will be issued to the promotei for his services Hence the enpilah- 
zation of the company is 31,000,000 

" Otlier equipment may lie loquirert later, such as an mldiessogrnph, eheck 
protector, multigraph, etc., but at the outset those devices can piobably be 
dispensed with, 
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amount equal to the deficiency of net eai’nings below a fair 
return on the actual investment due solely to the time and 
expenditure reasonably necessary and proper to the develop- 
ment of the business and property to its present stage, and 
not comprised in the valuation of the physical property.” 
The value of “going concern” may be represented as shown 
in the following diagram. 



Chart Illustrating'' Measurement of Going Concern Value and of Goodwill 


A, B, C is the lino of net eai'nings. The vertical lines mark 
* off montlis during which the business is in operation. When 
the net earnings reach B, at the end of the fifth month, they 
have reached the normal;, thereafter they increase with the 
normal increase in general business in the industry. ’If we 
carry this trend line backward to A S we shall find what would 
have been the normal earning over this period if the company 
had had its business fully established. The sum of the 
amounts represented by the distances FF^,oGG\ and IP 
is the value of the company’s “going concern.” It is the 
deficiency of earnings that every company must face in 
overcoming the inertia of getting established.® 


' We may use the same diagiam to lUuatrato what is meant by the term 
“goodwill ’’ If the distance between the line 00^ (the base line of nothing) 
and the hne BE repiesents the not earnings necessary to pay a fair retmn 
on the block of the company (or more correctly the owner’s mvestment), 
then the distance between BC and BE rapitalizcd will equal the company’s 
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This is all very -well, the reader will say, to value the 
intangible asset known as '‘going concern valiH'" after it has 
been established, but our problem is to ostinuitc at the outset 
what it is going to cost to develop the bufeiness. The objection 
13 well taken; the explanation given above was intended as a 
definition of “going concern value,” rather than as a method 
of determining how much it costs to acciuiie (he latter W(‘ 
shall return to our simple entciinise, the, development of the 
business of marketing a n(‘w autoinoliile acci'ssory, and 
attempt to determine the cost of going concern value in this 
case. The maikcting expert’s analysis of the feasibiliiy of the 
enterprise will piobably include a plan for marketing, with 
estimated costs, and a statement of the time it will take to 
bring cash income up to cash outgo We may assume that 
for the sixth month after opoiatioiis begin, and thereafter, 
pnlofl can be made to yield a gioss profit of $5,000 a month. 
The total development costs, or costs of establishing the busi- 
ness, may bo summarized thus 


Eon I, foi m\ months SlOO 00 

Stcnogiaphic* and iloiicnl help, pm wpck — 

Two stonoRiaphf'i's SSr) 00 

Bookkci-poi 35 00 

Mnnagct 100 00 

Salosiiu'n’B (liftWiiiRS 250 00 


SI 10. 00 

Twpnly-hvo weeks at S‘140 per week . , II, 000 00 

Advcvtiwng, mufiazuie («S)OUt. 800,000 eii(\ila(iou hpiend 
ovci fci\ montlw iit $2 .')0 pci M) 2 , 000 00 

Circulars and mailing same, 200,000 at 0 < cuts 12 , 000 W) 

MiscollancouH expciihcs, including btationny, tclcplnmc, 
gcneial office supplies, at $50 per inonth 300 00 

Total . . . $25,750 00 


Less oxpootod revenue, as follows 

Sales second month, 100 at $2 60’ $2.60 00 

Sales third month, 300 at $2 50 750 00 

Sales fourth rntfath, 700 at $2 50 1,750 00 

Sides fifth month, 1200 at $2 50 3,000 00 

Sales sixth month, 2000 at $2 50 . 5 , 000 00 ' 

10,750. 00 

Net amount of funds required to start business and tun it 
till income will take care of outgo .. i?? 


goodwill While “goodwill” is usually cntoiod on the balance sheet at a 
definite amount, theoretically its value varice ivith the fortune of the concoin. 

’ The $2,50 represents the total income per unit of product less the cost 
of manufacture. 
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5. Regular working capital . — We shall discuss in a separate 
chapter the problem of the funds required for regular work- 
ing capital. Here our problem is to discover how much funds 
the company ought to have at the outset beyond the amount 
required to establish the business. Some margin of hqmd 
capital will be required for contingencies and to giv,e the 
company a good credit standing.’' 

In our supposititious case we can assume that an opening 
inventory of $5,000 is adequate, that goods are sold on thirty 
days’ credit, and that the manufacturer gives the same credit. 
A fair estimate for regular working capital for this concern 
would be about a month and a half’s operating expenses. 
These we found above to be $25,750 for six months; the 
amount required therefore would be about $6,500 plus $5,000. 

6. Cost of financing . — ^We must pause now to see how much 
money will have to be raised. Our summary will be as follows : 


1 Promotion expenses $6,500 00 

2 Oigamzation expenses 2,210 00 

3. Cost of fixed assets 1 , 160 00 

4. Cost of estabbshing business (net) 15 , 000 00 

6 Regular working oapital and inventoiy 11,500 00 

Total $36,370 00 

Add for contingencies, 10 pei cent 3,637 00 


fotal amount of cash to be laisfd . $40,007 00 


The sum of money to be raised is compaiatively small. 
Probably no investment banker with an established business 
and clientele could afford to handle it as a proposition to be 
dealt with as are larger propositions. It may be suggested 
that the promoter ought ^to be able to raise the money. 
Strictly, tWs is not his function. His function is to diacover 
a project, assemble an organization, and arrange for its 
financing, but the last step is accomplished in large concerns 
through the aid of an investment banker. In a proposition 
as small as this the promoter may well undertake to raise the 
money himself. In so doing, his expenses, including cbmmis- 
sion^that he may have to pay intermediaries, may amount to 
from 10 to 16 per cent of the amount raised. It would be 
necessary for this concern, therefore, to have from $44,000 to 
$46,000. 


* In view of the more complete diBcussion of working capital (see Chap- 
ters XXIII-XXV) the discussion hero is very brief 
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If the sum needed had been in excess of SI 00,000, the 
promoter might have found some security house willing to 
handle the sale of stocks to yield this amount But such 
houses arc rare. They will hardly be found in New 'V'oj'k, 
where the investment houses have discovered, accor<Ung to 
the best information wo have boon able to olitam, that an issue 
of. less than $1,000,000 is unprofitable. Or the piomoter 
might hire an experienced salesman to “peddle ” the .sc'curitu's 
Cost of selling securities of lui issue of le,ss than $l,()00,()()0 
will be about 25 per cent of the amount raised '* O'he regiilai ly 
established security houses may be interested in large concerns 
requiring more than $1,000,000. Then charges and disburst'- 
ments will run, for a new concern, from 1 or 2 per cent of the 
amount to be raised to 25 per cent, depending on the size 
of the issue, on the nature of the enterprise, and on the people 
who are behind it. 

In addition to the costs indicated, if the issue olfered to 
the public exceeds $100,000, the (‘xpcn.se of piiqiaiing a 
registration statement and pro.spcctus to ineel. Ihe requiie- 
menta of the SccmritieH Act of 198b will have to b(' met , unless 
the securities are sold only to iiensons n'sident within the 
State in which the corporation is organizi'd and doi's busi- 
ness."® In the latter (‘vent llw i,s.sue is ('xempt from the Act. 

Another example of estimates of cash roquiied. In tlui 
preceding example we carru'd through the ealeiilation for a 
relatively small concern and ue used th(> sl.ati.sticai nu'lhod. 
Lot us now see how the second method of invesligalion, th (4 
canvassing mtdhod, can )«' applied to a liugei (jonceru, whoso 
demand for fixed assc'ts is large beeau.se it is l.o do il.s own 
manufacturing. We may in fact take an interurbau railway. 
The following figures are in part a summary of an actual 
engineer’s report." 

Genered scope of the proposition. — The first problem of the 
promoter is to decide just what he wmnts to do. Shall his 
road run from X to Y or contmue to Z, or shall thorn be a 

“See the complete discuhsioii in the chaptpi's on bolliup; woniilips ((ihiip- 
tera XX-XXI). 

'• For estimate of expensoa hivolve<l in cotnplymn -with tlm Si'i'initiOH Act of 
I9SB, see footnote 13, pap^u 3G8. 

•The ouginal lopoit is printed in tall m 0 W Omstonhcru, "MutiTuiIs 
of Corporation Finance," pages 4.57, H ieg Alihough tliiil ippoit is now 
somewhat old, ihe method is nnuhanged The liguvoa as they aio given for 
X906 may be used, smeo costs are now variable and any reasonable figuios 
may be used to illustrate the method. 
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blanch line from M on the road XT down to The prob- 
lem heiG is very much the same m its parts as in its entirety: 
will the extra capital outlay be justified by the business pos- 
sibilities of the extension? 

We cannot go into all the detail, that is an engineer's job. 
All we can do is to explain what the promoter can expect the 
engineer to do. The promoter himself, or his associates, 
will have made, we shall suppose, the rough estimates which 
have justified him m procurmg his franchise and the necessary 
options on the right of way The engineer will then suivey 
the ground and deteimine what the construction problems 
are likely to be. To this end he wiU divide the entire length 
of the line into parts, each of which presents rather distinct 
problems. In the report which wo ai’e considering, and which 
may serve as a guide, the entire road was projected to connect 
three cities, of which Lima and Marion, both in Ohio, are 
about 55 miles ’apart, while the third city, Kenton, is about 
midway between them. The entu’e route was divided into 
six sections, numbered for convemeuce from 0 to 5, of which 
the shortest section was the first, 2.17 miles, and the longest 
was the fifth, 14.77 miles The construction of the roadway 
was divided into sixteen elements as follows : 

a Cloaiiuft and grubbing -All cutting of trees and undeibrush, and 
removing of stumps along right of way 

b. Excavation and embankments All eaitli work to subgiade. 

c Bridges All plate girdcis, steel liii^sos, and wooden trestles 

d Conciotc All masonry in wall or areli for culvcits and abutments 
W steel spans. 

c. Ballast All cost of material, loading, transportation, and placing 

/. Rails All ‘’T" and girdor lails and special woik m mam tiacfc, 
sidings, and switches 

g Spikes All used in mam tiack, sidmgs, and swatches 

h. Splices and bolts* All used m mam Pack, sidings, and switches 

i. Ties All used in mam track, sidings, and switches 

j Tiack laying and bonding All laboi oonnooted with this part ot 
construction. 

k Fencing. All cost of one line on private right of way paralleling roads; 
two Uhes whei’e passing through property. 

I Highway crossing All cost of cast iron pipe in place 

m. Culvert pipe All cost of oast iron pipe in place. 

In the case of any utility the preliminary suivoy would include a con- 
Bidenation of competition and ol supporting population Tlie Ameiican 
Investment Bankets Association has pointed out that a public utihty secunty 
docs not piosent a sound investment unless the utility will be supported by 
a population of 500,000 



20 PIN4NCTAL OUGANIZATION AND MANAGIOMIONI’ 


n Bonds and crosh-bouds. All cost of 0001) roppoi bonds ni idnco under 
splice liar and oioss-bonds cvoiy oOO feet 

0 I’latforins and sheltei houses All cost of sl.itions alom* line 


p Elepaving All cost of takini; up and KdavniR pavement m Kenton 
and' Marion 

jHow capital investment is estimated. — In a preliminary 
statement some of the essential features of tlie nature of the 


construction are explained; as, for example, that “rail, along 
private right of way, is to be 70-pound s( andai d too rail, joined 
with four-bolt splice bais. Through village streets it is 


intended to use 9-inch 95-lb guder rail.” 

The report then proceeds to examine each of the six see- 
tions and to estimate separately the cost of each of the six- 
teen elements. A summary brings together the costs of the 
six sections- The power plant and stations are described and 
their costs estimated. The total cost of the sections, of line 


construction (that is, poles, overhead wires, insulators, and 
so forth), of buildings, power plant, substations, and rolling 
stock (passenger cars, combination passenger and freight cars, 
freight cars, locomotives, work cais, and flat cars) is estimated 


at $1,198,626. To this is added “for supeiwision of construc- 
tion, engineering, contingencies, and first year’s carrying 
charges,” 7 per cent of the total, or .$8:i,00“t, making n total 
c.stiraated capital investment of .$1,282,5^). 

Canvassing the tenitory to estimate probable gross 
receipts. — ^Tho second step in investigation, wo saw, is the 
estimalo of gross income. Wo shall now describe this step and 
incidentally illustrate what we have termed tlio canvassing 
method of making an analysis — that is, making a survey of 
the particular field to bo covered.!^ 

In the report on the interurban railway, after the engineer 
has made his estimate of capital costs, he proceeds to canvass 
the territory in order to estimate the probable gross leceipts. 
This is not a simple matter. An actual coimt is made 
of the business ahd social activities of the various towns 
and cities and from these the engineer judges whelhet the 
people are progressive, and whether their activities are such 
as will likely lead them to use the projected road. So impor- 


The oftnvasaing method as applied to tho analysis of capital oosls consists 
in obtaining from oontraetoiB, buildcaa, oquipniput houses, and otheis, actual 
estimates of tlie cost of building and cquipinng a plant designed for the paitic- 
ular entcipiiso to bo promoted. A theoretical example -of tho statintical 
method of calculating the consumption, that is, computing gross income, will 
be found in Hany Tipper, “TheJNew Busmess," pages 164 et aeq- 
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tant IS it that this be done carefully and accurately that we 
shall appropriate space to show how, in the case under eon- 
sideration, one of the cities is described; 

Marion, the county seat of Mai ion County, is a thriving railroad and 
inanufactuiing city located forty-toui miles north of Columbus 

The Columbus, Delaware and Mai ion Railway is in operation sduth to 
Columbus, and a hue is now under construction north to Bucjrrus, This 
line gives excellent passengei and freight service, having houily schedule 
from SIX a m to nine p m to Columbus, and ten and eleven p m to 
Stratford Cars anive from Stiatfoid at six, seven, and eight a m , and 
from nine a m to eleven p ni fiom Columbus The running time from 
Marion to Columbus is two hours and twenty-five minutes, and from 
Marion to Delawaie one hour, making connections at Prospect foi Rioh- 
wood and at Delaware for Magnetic Sprmgs The fare from Marion to 
Columbus IS seventy-five cents, round trip one dollai forty-five cents, from 
Mai ion to Delaware foity cents, round trip seventy-five cents 

Four railroads pass tlirough Maiion — ^Thc Big Four, Eiie, The Colum- 
bus, Hooking Valley and Toledo, and the Columbus and Sandusky branch 
of the Pennsylvania 

The Erie Railroad freight tonnage at Marion for last year was eight 
hundred fifty thousand tons, the passengei earmngs at Marion Station 
were eighty-five thousand dollars This coveis outgoing business in both 
duections 

The principal manufactures are steam shovels, oontraotois’ tools, and 
harvesting machinery Tho hmestone quaraes have an enormous output 
of crushed lock, building stone, and lime 

« The growth of Mai ion in'iocent yeais has been phenomenal — the 
population in 1890 was 8,327, iii 1900 11,862, and at present it is estimated 
at 17,000 

Tho value of property, according to ta^ duplicates, is six million seven 
hundred thousand dollars, actual real estate values eighteen million two 
Hundred fifty thousand dollars 

The industiies of the city aie earned on by about fifty manufacturing 
companies giving employment to more than five thousand persons with an 
annual payroll m excess of three million dollars * 

The numerous enterprises of the city are hsted as follows 

Municipal 

18 Miles of Paved Streets 
Water Works 
Sowei System 
Garbage Disposal Plant 
4 Parks 

3 Fuo Departments 
1 Patrol Station 

Steam Railroails- 
The Big Four 
The Erie 
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Colunibiw, Hocking Vullcv Toledo 
Coluinlms and H'uuluHky 

Elect) ic liaiboads 

Columbus, Dolawaie and Mai ion Railway 
Marion Railway, Light and Power Plant 

« 

Ma7utfnciwing: 

Million Steam Shovel C'onipuiiy 
Hulier iMniiufaRtiiiuig Company 
2 Brick Munutaci.uiing Companies 
2 Planing Mills 

2 Ice C'oin panics 

3 Stone Quairica 
1 Bieweij' 

1 Silk Mauufactuiing Comimny 
3 Cigar Manutactuimg Companies 

I Monumental Woiks 

3 Wagon Manufacluimg Companies 
8 Blacksmiths 

Financial 
5 Banks 

3 Building and Loan Associations 

Commercial’ 

1 Bottling Works 

5 Piano Stores 

9 Ilaidwaro Stores 
10 Hotels 

10 Livelies 

6 Jeweleis 

44 Saloon and Liquor Stores 
63 Groceries 

II Dry Goods Stoies 

11 Diuggists 

3 Express Companies 

2 Telegraph Companies 
2 Telephone Companies 
6 Dairies , 

8 Clothicis 

9 Wood and. Coal Yaids 
2 Purnituro Stores 

6 Food Stores 

19 Meat Markets 

4 Restaurants 

2 Wholesale Grocers 

20 Barber Sliops 

2 Daily Nowspapws 
2 Semi-weekly Newspapers 
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4 Weekly Newspapers 

22 Shoe Dealeis 

8 ConfecUouort, 

8 Millinery Stores 

5 Cigar Stoies 

2 Florists 

2 Laimdiics 

3 Undertakers 

Educational 

10 Public Schools 

1 Public Library 

Amusementu 

Opel a House 

Fair Grounds 

1 Skating Rink 

Chanlable and Religious 

2 Hospitals 

Young Men’s Christian Association 

23 Churches 

40 Secret Societies'* 

A survey is then made of the population. The report 
says* 

In estimating passenger income, the total population has been taken 
four miles from located line for direct traffic For tributary passenger 
income, an estimate has boon made of the population along steam and 
electric roads out ol Lhna, Kenton, and Marion to the principal city or 
village at a distance not exceeding fifteen" miles from the Lima-Eastern 
,I(if,ilway 

In estimating the population in the eight-mile strip 
(four miles on either side of the located Ime) the population 
for each township involved is listed, the percentage of the 
township that lies withm the eight-mile strip is approximated, 
and the same percentage of the population of that township 
is tabulated as bemg within the directly tributary strip of ter- 
ritory. Thus the population of one township, Liberty, was 
l,410*,the percentage of the township lying within the directly 
tributary territory was said to be 40 per cent, and the directly 
tributary population, therefore, was listed at 664. Where 
villages or cities were involved, the figures for the latest two 
decennial censuses wore given and from these the estimated 
population was derived, on the principle that tho rate of 


« C W Geistcnberg, “Materials of Corporation Rnance,” pages 481-3 
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growth in population during the ton yeais between ihe two 
censuses had continued since the latest census. The popula- 
tion that will be directly served by the projected road is 
e.stimated in this way to bo 70,7-l(), The tributary (that is, 
outlying) population is figured m the same way to be 41,735.’'* 
.I'lie report then examines the nature of special activities, 
sucK .as mail, package freight and express, dairy products, and 
general freight, to see if they offei po,ssil)ihtie.s tor ineoiue. 
The summary of estimated total levenue is as lollows: 

E.ST1MATED ANNUAL REVENUE 


1. Passengpi Tiaflic 


(a) Diiectly on lino, 711,740 at 512 2.5 

8172 005 00 


(b) Tiibiitniy to line, 41,73.5 at 80 22 'i 

0,390 00 


(1-10 of above latc) 

(o) Transtci of p.assengeis fiom distant points 
on roads, fiom .ind between steam and 
elect] 1 C laihoadb, in Luna, Kenton, and 

Mai ion . . 

2.500 00 

SIR 1,555 00 

United States Mail 


7,. 500 00 

Package Fieight and Evpicss 


9.300 00 

Daily Pioilucta. 

(a) Milk 

S5,7t;0 00 


(b) Butter, eggs, etc 

1 ,000 00 

tt.7G0 00 

Fi eight* 

(a) Coal . . 

«i,r>oo 00 


(b) Faim pioducia 

(1,000 00 


(e) Miscullaneoiih 

200 (H) 

7,700 00 

Total estimated loveniie 


S21,5,81.%04 


Importaiice of correct estimates of probable income. — The 
importance of estimating correctly the probable income of a 


*»This method la oonaiderod by L E Fiscber in his “Economics of Inter- 
urban Railways” to lead to enoneous lesults Fisrhcr contends that the 
population of the principal, or, as he calls it, the priraniy tpinunus, should 
be omitted, and that it w unneoessaiy to p.ay any attention to tho stnotly 
rural population botwoon towns, smeo it the toun.s me laigt' ned close together 
the lural population ig likely to be coircspondingly dense, while if tfce towns 
are small and scattcicd tho nu'al poiiuliilion is likely to bo sparse. Of couise, 
in estimating wliat the per capita luronin will be, Fischer would use a much 
larger multiphei to show the per capita contiihutiou than docs the engineer 
making tlio lepoit undci considoi'ution While Fischer's method is much 
simpler and perhaps equally accurate fliis contention that the population of tho 
primary terminus should be omitted seems moontestablo where one of the 
termini is conspicuously superior m size), the ostnnatc of total income made 
by the engmoer is about the same as that determined by Fischer’s method. 
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projected enteiprise of this kind cannot be exaggerated. 
Two points need consideration one is, how many people are 
there; and the other is, how many of these people on the aver- 
age will be inteiested in using the service, and to what degree? 
The first point merely requires accuracy in collecting and 
manipulating simple statistical data. The other point, unfor- 
tunately, is not accurately determinable. Thug, in the above 
example, if the engineer had estimated that each person 
“directly on line” would use, on an average, $3 worth of 
service per yeai instead of 12.25, the total revenue would have 
been increased by .‘$57,555 — a sum equal to about 25 per 
cent of the total estimated revenue and equal to considerably 
more than all the revenue estimated to bo forthcoming from 
all sources except that of “passenger traffic directly on Ime.” 
What shall determine whether $2 25 or $3 shall be used as a 
multiplier? Here we must fall back on the third method 
of investigation — the comparative method, which we shall 
illustrate later (see pages 30-31). In brief, the problem 
may be stated somewhat like this* what is the correct multi- 
plier in a given case where a road has been in operation, 
that is, what average use have people in other places made 
of similar interurban railway seivice? A proper allowance 
is then made for the diffcrepce m economic and social activi- 
ties in the respective fields, and the multiplier for the pro- 
jected road IS in that way estimated. The important thing 
to be observed is that the cstuna'tes must not be guess- 
Avork. Eveiy available bit of information should be brought 
forward and care and skill should bo used in applying the 
results of the operations of other similar enterprises to the 
situation under consideration, maldng proper and reasonable 
allowances for differences in conditions. 

Estimates of operating costs. — simple statement of the 
financial transactions of a business for a given period may be 


represented as follows : 

1. Operating revenues . $1,000,000 00 

2 Opertsrtmg c\penseB 600,000 00 


3 Net revenue , , , , $ 400,000 00 

4 Intel Ofit on bonds, taxes, and msurnneo . 300,000 00 


5 Piofits . $ 100,000 00 

Item (5) and most of item (4) go to the people who put 
up the money to run the business. Before they can get any 
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return, however, wages must be pai<I, inatcnial.s purchased, 
and other expenses oi (jperatioii must, be ujol Tlic big prob- 
lem we have under discussion is whether ileuis ( 1; and (.5) will 
be large enough to coiupiuisato tlie people who inil up tho 
money and take the iisks of the biisiiu-ss. Oliviously this 
question cannot be answi'ied until items (,1 ) and (21 have been 
dotcriumod We have seen how a eanviiss is made to deter- 
mine (1), 

How, now, are the operating expenses to be estiiiuited? 
Th(‘ entnc sulijeet is handled in the rejiort under cxainiiiation 
in the following biief summary. 


Oi'BUATiNO Expense 


Per Cai-Milo 


CJroM Tneonw (Hee piiRe 21) 

Gros9 Inoome, l('ss OpeuitiiiR IfixiH'nhOH 


MauitPnanco 

$0 025 

Powci Plant Opeiation 

0 OiO 

Operation of Gaia 

0 055 

Miacellancous 

0 020 

Per Car-Milc 

SO 130 

'Milos: 


Faasciigor floivioo. 

71.3,200 

Expipss, FreiRhl, Woik Tiaiiis, pto 


Tola! Oar-Milos 

880,800 


siu.aori 00 
2ir>.Kir> 00 

jol.aio 00 


This method appears 'to bo very aimiile. One has only to 
determine how many times during Ui(> day a car will (sover the, 
55-mile trip from one end of the line to tho other, multiply 
that number by 55 miles and the Resulting number by 3 1 3 (365 
days less 52 Sundays) and add to the result the oar-miles 
estimated for the 52 Sundays. It will bo noticed that the 
passenger cars and freight cars are treated separately in 
estimating the car-miles, but not in estimating the cost of 
each car-mile. 

The cost of operating is divided into four parts: (1) the 
cost of upkeep or maintenance; (2) the cost of operating the 
power plant; (3) the cost of operating the cars (chiefly what 
is known as platform wages, that is, wages of motormon and 
conductors); and (4) miscellaneous costs, comprising chiefly 
the general administration expenses. 

Criticism of method used for estimating operating 
expenses. — ^While this repoit was made for conditions as they 
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existed a number of years ago, it is unlikely that the estimate 
of operating costs was adequate even then. But aside fiom 
any quantitative mistakes, the mistakes of method are 
glaring enough to bo condemned And while the problem 
involved is somewhat technical for a treatise built on as broad 
lines as is this book, the error must be pointed out to einpha- 
sizc the fundamental principle that in maldng estimates 
care must be exeicised to use facts and figutes with due regard 
to their propel relations The maintenance costs are set 
down as 2 }^ cents a car-mile. The error hero lies in the 
fact that some of the maintenance costs cannot be measured 
by the cai-milc, foi there is no necessary and inevitable 
relation between them and the car-miles. The costs referred 
to are the expenses of keeping the track, roadway, bmldings, 
and other structures in repair. These costs will run whether 
the company produces one or one million car-miles. The 
repairs will be necessary only partly because cars run over the 
tracks. The greater part of the repairs will be necessitated 
by the actions of nature, such as rain, wmds, freezing, and 
thawing. The cost of repairs due to those latter causes will 
have some relation not to the ear-milos operated by the 
company, but to the number of miles of track that are exposed 
to the elements. It is customary, therefore, to divide main- 
tSnance costs of railways' into two parts — ^mamtenance of 
equipment, which may properly be measured by the number 
of car-milcs, and maintenance of road and structures, which 
Ja usually measured by the miles of road. 

The same question may be asked hei’e as was asked in 
connection with the multipliers in estimating the revenue. 
How do we know whether to take as the unit cost for “operar 
tion of cars" 5M cents or 25J.^ cents? And the same answer 
must be given here as was given in the case of revenue. We 
must arrive at these unit costs from an examination of similar 
enterprises in operation. For some businesses, as, for exam- 
ple, the railroad business, these unit figures are readily ascer- 
tamable from published reports. But if -we are to find out 
how much it will cost per ton capacity to operate a steamship, 
or how much per spindle capacity to run a mill, we shall have 
to go to people who have such information and who are willing 
to divulge it. This may not be as difficult as it seems, for 
while Jones may not be willing to tell you the exact costs in 
his own factory, he may give the limits of costs — ^high and 
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low — as he believes them to be in his line of business, and this 
information can be checked against similar opinions from 
Jones’s compctilorsd * 

Summary of economics of a projected enterpiise. ~We 
have, now, all the elements necessary to determine whether 
it will pay to build an mtcruiban olcctnc railway fiom Lima 
to Marion. Foi the picsont we may aeeept the figiuos ol the 
engineer as correct. Wo are interested at the moment only 
in the qualitative side of the subject, in the methodology, 
in the how to inrcstiyatc. Later wc shall take up the third 
step in investigation — verification — and wc shall then have 
occasion to come back to the engineer’s figures to test them. 

The whole situation may be summed up as the engineer 
sums it up . 


Total pstiraatod cost of cnnstrnction . 
Capitalization — Bonds placed at 00‘“ 


81,282,530 00 
1,426,000 00 


Gross eainings less opeiating o\i)onaes 
Fixed chaigea — Intciest at 5 pei cent 


S 101,310 00 
71,260 00 


Net income . , 8 30,000 00 

Plan of financing the proposition. — While thi.s is not the 
place to consider methods of fmauciug, it is intcicstiiig to note, 
in passing, the ongmeev’s ideas on.this subject in this particu- 
lar Gitse, According to the engmeer's figures, it would appear 
that all the money necessary to be raised could be obtained by 
Bolling $1,-125,000 of 5 per cent bonds and that after paying 
the interest on these bonds, .jmiouuling to .$71,250, there woidib 
bo loft, each year, .1S30,00(). This sum would pay dividends 
of 5 per cent on $001,200 of stopk or dividends ol 0 per emit 
on about $500,000. While there is nothing said in the report 
on the subject of cost of financing (item 0, page 17), the 
plan of the promoter undoubtedly would be to issue to himself 
from $600,000 to $600,000 of common stock for his services 
and expenses. This, of course, he would soil, and from the 


"•‘For some intcicslung analyses of costs, see W L Webb, “Economics 
of Railway Construction.” EngineciH, neconntants, and market e\perls nmy 
be found who have sueh informatum, gatbeied fiom years of oitpenonce m 
tlio service of many eiiterpiises Si’o nlso F. W. Doolittle, ‘‘SUKhes in the 
Cost of Iiitormban Transportation Servwe.” 

“It is doubtful if at any lime in the last thirty yeiiis bonds for an intei- 
uiban to bo built could have been sold at 90 if they paid only 5 per cent. 
Probably 6 per cent bonds at 00 would ropresent about what could have 
been done for a sound piojcct during the fiist deoado of tlie twentieth century. 
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proceeds he would replenish his own treasury, from which 
would be drawn the expenses of the next promotion. The 
banker who placed the bonds would undoubtedly be expected 
to reimburse himself from the difference between the price 
paid by the investor and the $90 to be turned over to the 
company. 

It may be well to state here that the road from Lima to 
Marion was never built. But that is another story which will 
engage our attention later. 



CuAPTEJi III 


■PEOMOTION -INVERTiaATlON (Conoludki)), 
OHECKING X3P, ASSEMBLING, I.IOGAL PHASES 

How to use the comparison method of mvestigation. - In 
the companson method of detcrmininp, what amount of luiid.s 
will be necessary and whether those luutls can be profitably 
employed m a projected enterprise, tlui iinpoi'taiit coiiHidora- 
tion is to find a number of coneenis of smiilar size and condi- 
tions, from the statistics of which we can cstmiale nhat will 
be required and what will bo the results.'' Certain oriors may 
creep into the investigation of which the Imancier must be 
wary. First, an analysis of a single conccin may be mislead- 
ing. We are reminded of the piomotion of such magazines as 
Hamptons and The Culumhian a number of yi'ars ago. The 
promoters pointed to the wondei-ful success of Munscy's, but 
overlook ed the h undreds of failures that dul not have a Frank 
Munscy to guide them. f^edh'dVj making comiiariaons 
wo must sele ct enterprises tha tjoe-St)nio.whiit wnnljir tp^diat 
our own is Jikel y t o be. For exitmplo, a single track inter- 
urban railway connecting small towns and designed to carry 
light traffic may cost ]iut.^'30,()0{) a mile to biulil, whereas the 
heavier rails and larger stations of a more pretentious trans- 
portation system may entail a mmimuin initial expeuditufe 
of at least $100,000 a mile.^ It would not be fair, therefore, 
to state that the projected road can be built for $30,000 a mile 
because a road has been built for that amount. 

Another error is sometimes committed in using the com- 
parison method. Instead of findmg the average costs and the 
average operating results of a number of concerns, the inves- 
tigator may erroneously use different individual concerns for 
comparison pmposes at various stages of Iho calculations. 
Thus the argument may run: road A cost so much to build, 

‘ The reader will appreciate this iwint if ho will study, for example, the 
operating and financial statistios given for Class “A,” Class “B,” and Clubs 
" C" utiUdes by the WiBoonsiu Railway Gommissiou in its annual roiKirfc. Seo 
also an excellent artiolo by F. W Doolittle on "Anatomy of the Interurban 
Report,” in the Electrio Bailway Jowtial, Vbl. 49, page 242. 

30 
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therefore, road X will cost the same to build ; road B cost so 
much to operate, therefore, road X will cost the same to oper- 
ate. The fact may be that load A was poorly constructed, 
with no regard to the saving in operating costs that might 
have been lealized by the ehmination of grades or by the use 
of crushed stone ballast instead of sand or cinder ballast. 
Road By on the other hand, may have cost a great deal to 
build, the oiiginal cost including provision for elimination of 
grades and sharp curves, the use of heavy r.oils, preserved ties, 
and first class ballast, all of which make for low operating 
costs. 

Special cases of investigation. — ^Sinco many enterprises 
are similar in that they center about some central idea such 
as a patent or a peculiar piece of property, such as a mine or a 
timber tract, we may pause for a moment to consider very 
briefly the principles involved in one or two of these classes 
of ontei prise. 

Investigation of inventions. — ^Thc investigation of inven- 
tions may be intrusted to capable and experienced engineers 
and patent attorneys, but there are a few simple principles 
which every piomoter should understand. The risks are 
enormous, and, in the experience of the author, who has 
observed a number of such instances, the inventor is likely 
16 shilly-shally with his device, to neglect perfecting it for 
commercial exploitation, as soon as ho finds a promoter ready 
to take up his patent and when, therefore, the doubt about 
^e next day’s livelihood has been removed. 

Whether the invention is patented or not these questions 
should be asked: 

1. Is the device woi-th while? The records of the patent 
office are crammed with applications for silly devices, such 
as a bed that will eject the lazy sleeper, a device for keeping 
the feet warm by conveying to them breath exhaled from 
the lungs, and so forth.* 

2. Is the idea practicable? In the chemical business, for 
example, a laboratory reaction may be obtainable, though the 
production of the same result on a commercially large scale 
may not be attainable. 


* The reader is rofoired to “Gulliver’s Travels" foi oilier examples not moie 
ndieulouB than those ocourimg in actual hte It must not be assumed, how- 
ever, from what is said heic, that patents are always valueless. Many a large 
mdustry of this country has been budfc up entnely on patent nghts. 



3. Will the device accomplish the puipose for which it in 
designed? We are reminded of the patent obtmncd on the 
idea of preventing fraud in the sale of cigars, 1’he fumd 
consisted in putting high class bands on plebeian tobacco, and 
the remedy was to weave into the high grudi' cigar a silk 
threatd. The claim was made by the deluded inventor that 
while the deiiauders might substitute bands, they would not 
dare infringe the patent of wcavnig a silk thread. 

4. Is the device mcichautablc'i’ Rafoty razors, toilet 
preparations, and the like aie hard to sell, however meritorious. 

6. Have licenses oi siniilai mtcu'st.s bei'ii granted in 
such a way as to nullify the value of the jiateiifc to tlu> patent eo 
or owner, and hence to the corporation to which lie is jilanning 
to convey the patent? 

If the patent has been obtained, these questions may be 
asked about it’ 

1. Is the patent good, in the sense that its claims have not 
been anticipated? 

2. Are the claims broad enough? A German doctoi ob- 
tained a patent on the solution of a certain East Indian gum 
in turpentine. Along came a chemist who patented th<‘ solu- 
tion of the gum in any hydrocazbou ollu'r than turpenlinc. 

3. How old is the patent? The life of a patent is only 
seventeen years. 

Secret processes are difficult to mvostigale siueo the 
results obtained may bo very expensively produced. It can 
hardly be expected that the inventor will divulgu Ids iirocessj.^.., 
and reliance must tlieroforc bo placed upon ]ii.s integrity in 
his statement of costs.® 

Investigation of timber tract, — Anothei*^ example of the 
hazards that must be run in connection with a seemingly 
simple proposition is the timber tract. It would seem that 
practically no risks are run by the man who puts up money to 
place a mill on a timber tract and pays for cutting and trans- 
porting the lumber. However, there is first the question of 
title. Vast tracts of virgin forests in Tennessee, Konificky, 
and Virginia have not been worked because it is almost 
impossible to get a clear title. Then there is the jiroblem of 
fire risk. What is a fine stand of timber today may be a 
charred desert tomorrow. There is also the problem of 

* For furthei information on this mtorcslinR subject, boo Mois H Avnim, 
“Patenting and Promoting Inventions." 



getting the timber out. The mountam sides may be steep 
and the streams practically useless Moreover, the difficulty 
of getting a reliable “ermse” or estimate may result in gross 
overestimates of value.^ 

Need for checking up the investigation. — ^The investiga- 
tion IS, as we pointed out, made by an independent expert, 
perhaps an engineer or a marketing analyst. In any event, 
the invcstigatois are supposed to be competent and impartial 
Howevci, too much reliance must not be placed on their 
impartiality and integrity. Fiequcntly, an incompetent 
investigator is chosen because the promoter can afford to pay 
for his services while the services of a reputable mvestigator 
would be beyond his means. Sometimes the investigator is 
partial because he has an interest in the subject of the mvesti- 
gation. For example, promoters have frequently chosen 
Stale geologists to make a report on a proposed cement 
plant. The State geologist is interested in attracting industry 
to the State; that in effect explains “the reason for being” 
of his office. While the prestige of his office is likely to be 
accepted as a point in his favor, it should, in fact, be a cause 
for suspicion. Then, too, there is the question of fees. The 
promoter is anxious to have a favorable report; the investi- 
gator knows that. And because the fee is to be paid by the 
promoter and because the'promoter, if successful in launchmg 
this enterprise with other people's money, is likely to have 
other projects on which he will need reports, the investigator 


* The following books will bo found helpful m invosligating propositions 
(fencial teiU on melhoth A Andoison, “The Financial and Industrial Investi- 
gation"; C S Duncan, "Comnujicuil Reseaicli”, J Eigclbcinei, “Investi- 
gation of Business Piobloms”, hlemmg & Pearce, “Rcseaioh m Industry”, 
J G. Fiederick, “Business Resoaich and Statistics”, Motiopolitan Life Insur- 
ance Co , Policy holdoi s’ Seivico Buicau, “Better Business Through Research 
in New England Industry," and “Repoit in Applying Reseaich to Produc- 
tion”, New Yoik Univuisity Buieau of Business Roseareh, “Source Book of 
Reseaich Data”, W C Sohluter, “How to do Reseaich Work"; P. White, 
“Scientific Analysis and Oigamzation of Maikets " On speuifie, lines ojf 
industry, sec F W Doohttlo, “Studies in the Cost of Intel urban Transpor- 
tation Semoe”, L E Fischei, “Economics of Intoiuiban Railways", Harvard 
Univoisity Buioau of Business Reseaich, Studies in Retail Jewelry, Depaitment 
Stores, Retail Shoo Stores, Wholesale Grocciy Stoies, Retail Gioooiy Stoies, 
and Retail Drugs; Illinois Univeisity, pubhcations of Business Rcseaioh 
Bureau, Indiana University Business Reseaich Bureau, Studies in Business; 
Northwestern Univoisily, “Retail Clothing Suivcy”, J. C Pickering, “Engi- 
neering Analysis of a Mining Shaie", J B Pogue, “The Economics of Potio- 
leum”; A T Shunok, “Coal Mining Costs." See also “Analysis of a Busmess 
Case, " 111 L C Marshall, “Busmess Admimstration" (slate quarry in Vermont). 



is likely to resolve doubts Ijivorably to the j)iojct!L. More- 
over, the iavGstij^utor will probably lueet the pioui()i(>r fio- 
quciitlyand may bocoine infooted with the latf or’s onthusiMsm. 

Checking up is tdl Ihe moie impoiiant booauso iberi' is an 
insidious guaianlcG of accmacy in an airay of hguros. 'Tlu' 
number of facts included may bo coniplole, lh(' conclusion, s 
from those facts may In* inovhable, and si, ill theie may la* Ihc 
simple fault of inaccurate lacts 

The civil and criminal liabilities placed upon issuers ol 
sccuiitios tiaid others for mateiial mi.sn'pri'sc'iitafion of fact,s 
in registration .statcnient.s and piospectu.sos filial under the 
Securities Act of 19o3 ^make il evtieiuely ni‘ee,s,sary for fJie 
piomoter to have his mvestigatioii cuicfullj’^ checked before 
he undertalces to laistf capital thiough public offerings. 

The report evidently must be checked by somebody who 
represents the capitalists’ mtoiests rather than the proiiiotor's 
interests. This somebody is likely to bo ihc Rtatistician ol the 
financial institution to whom application is made by the pro- 
moter for the funds indicated by the report to be recjuireil 
for launching the project. Whoever it is that ri'prcsmits the 
sought-for capital, ho must be a man of clear judgmonl, 
careful and diligent, and experienced iii exannumg leports, 
Ex])Ciioncc teaches men to look for the glaring ('rrors. 
Suppose we return for a luomont to thn interurban roporfl. 
The cost of the 55 miles of lino was estimated at l|l,2X2,5J}0, or 
about 123,300 pel’ mile. The expenenced statistician would 
have known that this was po.s.sib]e in the days for which thu., 
report was made. Again, the revenues wi're jilacod at .'ci2l5,- 
815. This the statistician w'ould probalily acci'pt as a fact 
to be verified later if all the other facts more readily tested 
proved the enterprise feasible. He indeed would be justifiiul 
in doing this in this case, for the thud element, operating 
costs, is so far from what was possible that the report should 
be rejected even though the revenues are accepted as correct. 
The car-mile cost of operation was placed at 33 coiits, whereas 
inquiry would have revealed that 25 cents was a minimum. 
Using this minimum wo would get these results; 

Total ostiiuatod rovpuuos (paiio 24) ... S2l5,Slfi 00 

Operating costs, 880,800 cai-inilcs (page 2G) at 26 couts 220,200.00 

Opeiatiug deficit | •f.SS.') 00 

No w onder the road was never built.® 

* It must be lomemborod that all figures given horp refer back to the year 
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Methods of checking up investigation. — There are practi- 
cally three methods of checking up an investigation. One is 
to examine the report itself to see if it contains errors in mathe- 
matics, omissions, or false reasoning. A second method 
consists simply in comparing the results of one method of 
investigation with the results obtained by another inethod. 
A thud method involves a tiial of the enterprise on a small 
scale. 

1. Examining the report . — Some of the errors which may 
be contained in a report were pointed out when the method of 
investigating the projected hne fiom Lima to Marion was 
explained. The report referred to, for example, assumed 
that the rail and structures would wear out in proportion 
only to the number of cars that were operated and the dis- 
tance they ran. The report left out entuely a consideration 
of the repairs necessitated by fire, flood, frost, wind, and rain. 
Moreover, there are certain omissions in that report in the 
estimate of the capital reqmreraents. The sixteen elements 
that enter into the construction of the roadway (page 19) 
do not include roadside tools and waiting rooms. A very 
frequent omission is illustrated by the investigation of a 
hypothetical concern to sell a new automobile accessory 
(page 17). An allowance for contingencies was made in 
that case, but it is frequently omitted. It is usual in large 
enterprises such as an uiterurban railway to allow as much 
as from 10 to 12 per cent of the estimated capital requirements 

~<or contingencies. 

2. Checking hy comparison . — A simple method of detecting 
mistakes is to chock a report carefully with known results. 
If, for example, we take the illustration of the so-called statis- 
tical method of mvestigating, where we found that about 
$40,000 was needed, and compare that sum with the invest- 
ment in similar trading concerns, we can get some assurance 
of the accuracy or worthlessness of the details. Or perhaps a 
projected cement company may be shown to be a very profit- 
able prospect since its cost of operations is reckoned to be 60 
cents a barrel, whereas examination of even highly successful 
companies may show a minimum cost of 65 cents a barrel. 


1906 Operating expenses do not vary much ftom place to place, hence the 
person checking up the report would likely know that 26 cents was more 
appropriate He could not check up the revenues so readily because revenues 
do depend on the character of the partioulai odmmumty to be served. 



If the plant i.s a modest one, say of 800,000 barrels capacity, 
the dilTcrencc in the estimated costs of operation will bo 
relloctod in an excess of profit amounting to ^‘lOjOOO. 

fn checking up by the compfinson method the chief object 
is to find a unit for the basis of comparison. In e.stiinatiug 
capital costs, the unit is usually the unit of capacity, such as 
the kilowatt capacity of an electric light plant, the mile of 
tiack of a lailway, the net Ions ot a .ship, the barrel capacity 
of a cement plant or an oil refinery, ainl the spindle capacity 
of a cotton mill. 

In estimating iirobable revenues comparison is frerincntly 
made on the per capita or customer liasis. For example, in 
comparing gas plants the first figure to get is the number of 
possible consumers per 100 population, then the estimated 
consumption of gas per consumer, and this wuth the price of 
gas per thousand cubic feet will give the probable gross earn- 
ings. In checkmg up these figures we simply inciuire • -what 
revenue per capita docs this amount to for eveiy person in 
the tcriitoiy served? We know in a general way what the 
limits of expected revenue are, and that if the mvesligalor’s 
estimates of per capita lovenuc do not fall within those limits, 
something is prob.ahly wrong In chcisking up c’ost,s of opera- 
tion the unit of comiiarlson is usually the cost jxu* unit of 
product of actual prodiuition. Thus, as w'(} have semi, wo may 
compare tlie operating cos^s of two cement i)lanls on the basis 
of the cost per barrel of output. 

3. Checkiiuj up by (naL — Where marketing c.osts are, {un- 
important factor in the success of an ontcrprisi', estimates are 
likely to be quite at variance with the I'esults. lii other words, 
the margin of error is likely to be large. The best wtiy to 
reduce a possible loss to the minimum is to check up estimates 
by malting trials. For example, it is planned to form a com- 
pany to market a new trade-marked brand of coffee. Instead 
of carrying out a 'campaign throughout the entire country, a 
test may bo made in one community, the factor of eiror in 
calculating, which is revealed by an actual attempt to 
market the new brand in that community, may be assumed 
for the country as a whole. 

Second step in promotion. — After a discovery has been 
made and it has been decided to go ahead, the clemouts of the 
business must be brought together. The important elements 
from the standpoint of financial plans are : (1) the fundamental 



idea, (2) property necessary; and (3) managerial ability. 
Funds, of course, are necessary, but the problem of raising 
them IS considered under the third step in promotion, that of 
financing. 

Assembling the idea. — The basic idea may be the dis- 
covery of some demand that is not being filled, or it may be a 
better way of filling a demand, oi a method of reducing costs 
by consolidation of existing plants. How can this “idea” 
be contributed, and the value of it protected? An idea is 
not patentable, only the device foi carrying out an idea can be 
patented. Neither can an idea be copyrighted. If, now, an 
“idea” without any device or property attached to it is to be 
brought to a promoter, only two methods of protecting it 
against piracy are open. One is to present it only to pro- 
moters who are known definitely not to be pirates. The other 
IS to protect it by contract The difficulty of drawing 4 
binding agreement is almost insuperable. How can the 
discoverer of such an idea, for example, as the building of a 
gas plant at such and such a place, prevent anybody else from 
building at that place? The fact is that the person who dis- 
covers the idea usually tries to protect himself, and does so 
to a certain extent by doing a part of the assembling himseH. 
For example, he may ob.tain the special franchise to build 
the gas plant and in that way practically prevent others from 
coming in. But even in such a case the special franchise 
may bo rendered almost useless by non-user. 

The case of Hairy Haskins against Thomas F. Eyanis well 
known and interesting.'’ Haskins conceived the idea of con- 
solidating a number of independent lead companies and pro- 
cured options on their plants. These he took, so he alleges, to 
Thomas F. Ryan, who professed an interest in taking up the 
options. Instead of taking up the options, Ryan, so the story 
goes, on one pretext or another delayed the consummation of 
the plan till the options expired, and then wfent about the con- 
solidation himself. In a word, Haskins was “frozen out.” 

Methods of taking property. — Control of the essential 
property connected with an idea, whether the property be a 
patent or secret process, a special franchise, or the plants of the 
constituents of a consolidation, may be acquired in one of 
several ways. First, the promoter may take title in his own 

• For a stalomonl, of facte see the complaint m 0 W. Gerstenberg, "Mate- 
rials of Corpoiation Finance,” pages 489-496 , 
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name Scoond, tillo miiy bn iaknn jji Ihe niiino of n .smull 
corporation to he expanded hilei or from winch tif.lc muy be 
taken by the final corpoialmn. I'liis apparently was the 
nw'thod used in the pioniotion of flu; United States Steel 
Corpoiation.'^ Another method is the trustee or escrow 
metho’d, whereby the title to the pi open ty is jjhuieil in the 
hands of a trustee to be turned over by him to a corpoiation 
upon the p(>i forinance of certain conditions, such as t,h(' pay- 
ment ot certain sums ot money foi the use of the conijiauy 
that is being proiuotcd.** A fouith uii'thod is lo pioeure an 
option, which, if not taken up, will entail only the loss of t.lie 
money necessary to bind the option To lie siiie, th(‘ loss 
may be eonsidcrublc, since the peisons originally owning tho 
property may bo luuvillmg to give binding options unless a 
large sum is jiaid It is said that Henry Frick lost a clean 
million when he failed to get the necessary funds to take up 
his option on Carnegie’s plants a year or so before the forma- 
tion of the United Htates Steel Corporation. Finally, the 
property may be controlled by a contract to buy If the 
coiitraiit is not. put through, the promoter will have to stand 
ready to pay damages for bioach of contract. 

Valuation of properties. — When properties are t.o bo 
acquired the (piestiou always arisqs; what shall be jmid for 
them? This problem Is somewhat difh'rent from the jirob- 
1cm of eapit.alisaition. For example, it may be iilamied to 
promote a eouipany that, will be a consolulat-ion ol companies 
A, B, and C'. The prolilem here is, how much are the prop;^, 
crtics of the sovernl companies worth .sejiarati'ly? 'I’ln* proli- 
lem of capUaliJiution is t.o deternpnt' how muc.li they w'ill be 
worth when brought together. Incidentally, it 'may bo 
remarked that the difference bctiveen the aggregate of the 
separate values and the collective value ineasure.s somewhat 
accurately the value of th<! proinotci’’R service.s. 

I Several metluJds of valuation may be mentioned. The 
first may bo called scientific appraisal. In this method a 
definite and more or legs scientific plan i,s agriicrl upon and the 
actual figuves to bo paid iU’o arrivc'd at by applying the plan 
to the pi’operty^ Thus a patent on an. autiomobile aectessory 
may be valued somewhat as follows: Assume that <me iu every 

» Hcp A CotiM, '■ Ajithonlio irisloiy of tlip TTnia*(f .SliUcn Micol Corpniatiori." 

^ ^ GeifalonboiR, "Mttkwialfiol C'oriioiution tiniinCp," 

page 500. 
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100 automobile owners will buy a device once in two years, and 
will pay a profit ol one dollar. The annual profits may then 
be capitalized at 20 per cent and the result will be the price 
of the patent.’’ Real estate, it may be agreed, shall bo valued 
by taking late sales in the neighborhood and applying rules of 
appiaisal understood by expert real estate operators and 
appraisers. 

A second method of valuation is simply to name the 
appraisers and to agicc to abide by their verdict. 

A third method may be called negotiation. The nego- 
tiators agree upon a pi ice, being guided perhaps, though not 
necessarily, by some .scientific rules of valuation 

Frequently, valuations are made by negotiating for part of 
the property and agreeing upon terms of any appraisal for 
the rest. Thus where a plant is to be bought, it may be stipu- 
lated that a certain sum shall be paid for the intangible prop- 
erty, such as trade names, patents, and so forth, but that the 
tangible property shall be valued through an appraisal.^” 

Valuation of goodwill. — ^When the goodwill of a busmess is 
’ to be sold, it is usually valued in the following way. The 
aveiage earnings of the business over a period of time are 
capitalized and from that sum is subtracted the appraised 
value of the tangible property of the concern . The remainder 
will be the value of the goodwill. “ Thus compan5^ A is about 
to sell all its assets to X. Its earnings for the previous five 
years have been, in thousands, .|105, $200, $160, $250, $300. 
-Its average annual earnings are $200,000. This may be 
capitalized at about 7 per cent (the rate depending on the 
nature and risk of the business) or at $3,000,000. If, now, an 
appraisal of the tangible property shows it to be worth $1,000,- 
000, the value of the concern’s goodwill will be $2,000,000, 
that is, the difference between the total value of $3,000,000 
and the appraised value of the physical assets.^^ 

® For more detailed methods of A-aluation see C W Gorstenherg, “Matciials 
of Coiporation Finance,” pages 499-541 

See "Me Michael's Appiaismg Manual” for punoiplos and technique of 
valuing various typos of pioporties 

“ Hoe, for example, the Dealing Harvester Agreement, lepiinted in C W. 
Gorstenboig, "Mateiials of Corporation Finance, ” page 409 

The diagiam on page 16 with the footnote on goodwill, indicates another 
method of arriving at tho same result 

“ See Kemper Simpson, “The Capitahsation, of Goodwill,” P. D Leake, 
"Oommeieial Goodwill, its History, Value, and Treatment m Aooouuts,” and 
J. M. Yang, "Goodwill and Othei Intangibles, Tlieir Significance and Treat- 
ment m Accounts.” 
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Assembling managerial ability. — Tho imporianoc* of mana- 
gerial ability is generally too well undcistood to bo dwelt upon 
here. The promoter ought not bo be successful in his quest 
for funds for a new company unless he can .show that he has 
available the kind of managerial abilil v neee.s.saiy l.o .success “ 
Securing managerial ability, however, is very genei ally mat- 
ter of paying the light jirice. A greater difliculty may bo 
experienced by the promotei in getting iid of incompetent 
managers The following .situation recently cjiine to the 
author's attention. A concein wanted to make a definite .si ep 
m expansion, amounting m elTect to the jnomotion of a large 
company to take over its business and add to it large sums of 
now capital. The new capitalists wcie quite willing to pay a 
largo salary to the inventor of the basic proci'ss to induce him 
to use his efforts to lutioduce improvements, but they were 
somewhat nonplused as to what aiiangeincnt to make with 
the other half-owner, who had been the general manager. It 
was felt that his limitations might quickly develop when he 
undertook the management of a much larger concern. It was 
finally agreed to pay him a largo salary for a stipulated number 
of years, a part of tho agreement, however, being that tho 
capitalists might remove him from aut.hority at any time, 
though in such event his salary was to continue. 

Presenting the proposition. — When an idea has been dis- 
covered, that is, when it lias been conceived, mvestigated, and 
chocked, valid when the iiece.ssary assembling has been made, 
the promoter has what is popularly called a “proposition.^’ 
His next step is the fuivaucmg of tho proposition. However 
this is done, the previous woik will have to be organized lor 
presentation to the prospective capitalists. A careful pro- 

‘*Tho management clemint lost <nght of to some extent dining tho 
height of tho recent meigci inovemenl, that is, Irom 15)26 to 1929, as busmoss 
units kept giowmg m size Not only did piomoteia begin to conceive ideas 
for giant coipoiations without eon&ideiing who would run the vast entcvinises, 
but mvo.ston also beg.m to be omiiod away by the magnitude of the cntci- 
pnses pioposcd aud to take mun.'igemciit foi granted An extiomo ease may 
bo cited illustiating this tcudeucy Ooitain pioinoleis pioposed the foimation 
of a company to build a Ime about 17.'> miles long from Tlxuh I’anlinndlo to 
Kansas City, wheie it was proposed to sell gii.i in oompet.ition with other 
mmilai seivu'Ofa whioli linil been opeinting tor in.'iny yeais undiT a pijie line 
system ftmu the sanic fiolil Tlio pi’omofcion beeaiuo known os the Kansas 
Oity Texas Pipohne Co. The promoteis Inid ineparecl a finanejiil plan for 
the corpoiation, but bad made no an'angomont for management of the onter- 
piise, Tho Bohomo failed; no one with any leal management exponenoe would 
undertake to operate on enterprise suoh as the one proposed. 
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moter will keep a file of all papers and correspondence con- 
nected with the discovery and assembling. These will be 
available to the capitalists in checking up the accuracy of 
statements made by the promoter in his formal presentation. 
This latter document should be a well-organized, clearj. con- 
cise statement of the proposition, supported by copies of 
engineers’ and accountants’ leports, lawyers’ opinions, copies 
of legal documents, copies of government reports, pamphlets, 
and material relied upon to show the value of the plan. The 
document of formal presentation will be much more volumi- 
nous than a prospectus designed to sell secuiities of the com- 
pany to the general public. It will be neatly arranged and 
will convey m its physical appearance some degree of the 
care exercised in making the discovery and accomplishing the 
assembling. 

Financing. — The thud step in promotion is financing By 
financing is meant the actual acquiring of funds with which 
to procure the necessary property, tangible and intangible, and 
with which to perfect the organization, start operations, and 
keep them going until the business is on a self-supporting 
basis. We cannot properly study this subject till we have 
considered the instruments with which such funds can be 
raised, and the legal organization which the financing entails.^* 
For the present, then, we shall onut the consideiation of 
financing and turn our attention to,organization, ownership, 
and credit instruments, and to an analysis of possible financial 
plans In short, our next problem is, what can the promoters 
offer the owners of the funds in exchange for them — shares 
in a paitnership, participations in a syndicate, stocks, bonds, 
what? But first let us consider a lew indispensable questions 
of the law of promotions. 

Some legal considerations in promotion. — While this is not 
a book on law, there are some legal questions connected with 
promotion that every promoter will care to know. They 
affect to such an extent the work that the promoter is doing 
or can do that expertness m piomotion cannot be achieved 
without knowing something about them. 

^ Ilo-wovei, it should bu said hero that the cost of finaiiomg tho promotion 
up to the pomt wheio the final proposition is presented to the capitalists 
should be borne by tho pioraotei himself If the pioject fails to matpe 
mto a promoted oouocrn, the promotei will be out of pocket; if tho financing 
is successful, he will reimbuiso himself fiom the contributions of the pap* 
ticipants to whom mterests m the busmess are sdid. 
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Who is a promoter? — Aixybody who iimlci lakes to ore,an- 
ize or to an'^isl in l.he oigamzalion of a eorpoiiiUon oi olhei 
association is a promoter A ])ronioler can haidlv i)e said 
to be an agent becuiusc the piuicipal for whom he is woiking 
is not, in existoiiee. 

It will bo notieoil that*any person who assists in iJio piomo- 
tiou of a company is a pioiiiotcr/ This slatcinent is liteiallj'^ 
true, for if a person knowingly engages in work conni'cted 
with the promotion of a company, he is to act fan ly and not 
to conspire with the acluiowledgcd pioinotor to make uniea- 
Bonable profits out of the new entei prise. 

Promoters cannot make secret profits. — A promoter 


occupies a fiduciary relationship toward the corporation he 
is promoting, and he is thereioic icquired, in his dealings 
with the corporation while he is a promoter, to piotect the 
interests of the company and its future stockholdcis. He 
may not lake advantage of his tiust, position to make a secret 
profit for himself. 

The Fcdoial Reouritics Acts contain no specific provision 
making promoters liable to the corporation for scciet profits, 
Init some measure of control over piomolers’ piofils is possible 
through the right of the 8cciui(.i<'.s and Exchange Commission 
to compel disciosuio within reasomdilo limits. "* 
v/When does a promoter begin to piomote? -It is thiu'cforo 


essential to know when iw prouiot.cr begins t.o promote. I'lie 
following illuslralioii shows the importaiKie of the (question. 
A man owns a ]iieco of projicrty and has lield it for a lon^ 
time. He promotes a coiporation to tnke over the projicrty. 
At what price must ho yield it to the company ? The property 


This dofuiitiou IS ipoognjsod m couil di'cisions donlinft with rpRistration of 
securities under the Seeiinties Aet of 1033, foims tor whieh oall lor eeitaui dis- 
closures with legard to pioiiioteis The legis trillion foim, howuvei, may 
expand the definition ot a promoter One such otlieial foini, loi example, 
includes m the definution of a promoter any poison who iii consideiation ot 
SOI VICO has received oi is to rocoivo 10 per cent or moie of any class of henuitios 
of the company 

The OoimniSBion is ompoweied to issuo a stop older it the registration 
statement oitlior inuludos any tmlino statonient of a material fact or oimtu any 
malciialfacl required to be staled /An cm or tiercssary to maU tiie statements therein 
not Tmskadmg. This ))on ei has enabled tho (Jommlssion to ihsuo atop ordeis m 
eases wheie the valuation of jiropt'rty nMiuired from promoters, aa .shown m 
the legistmtion statement, has '.ippemcd to lie cxoeasivo. A atop ordei has 
tho following clTcota; (1) it suspends tho elfoetlvoneaa of the registintion state- 
ment, and the issuer of the aceunties may not use the minis and facilities of 
mtoratatc eommeioe m tho sn^o of tho seourilies; (2) it servos as a warnmg to 
the investing public that tho Commission has found that the si atomont is untrue 
and mislcadEng, and therefore unreliable, Sue Pi'ontioo-llall Securities Begulo- 
don Service and 49 HarvaH Lam Rmem 789 
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may have appreciated year by year and he is entitled to no 
profit through his holding that may accrue dm mg the time 
of promotion. On the other hand, he is not bound to turn it. 
over to the company at the very small price he may have 
paid for it when he first bought it. The answer is that he 
must give it to the company at what it was worth at the time 
he became the piomoter, and this time is fixed as the moment 
he conceived the idea of promotion. Since it is hard to read 
men’s minds, a more practical rule is that the promoter begins 
to promote when he first does something in connection with 
that operation. 

When does a promoter cease to promote? — A person who 
has ceased to act as a promoter may deal with the company 
“at arm’s length” and may make a profit from his transac- 
tions as may any other third person. It becomes important, 
therefore, to inquire, when does a promoter cease to piomote? 
The test of the completion of promotion is the election of a 
permanent board of directors by the real stockholders m 
interest. Such directors aie charged with the management 
of the company and arc not permitted to delegate their 
authority or judgment to others, except to the officers as 
provided in the by-laws of the company.*' Hence, it must be 
evident that the promoter .may say to the permanent direc- 
tors, “If you care to buy this properly, I’ll sell it at such a 
price,” and the bargain, in the abse^jee of any misrepresenta- 
tions, will be binding on the company. 

- The auc.st ion is ofte n raised, ais- to whether a promoter 4s 
under any. pbhgatipn to continue hiS-. promotion. Neither 
tKe~"company that is bemg .promoted, nor individuals who 
have subscribed to the stock, can claim that such an obligation 
rests on the promoter unless the latter has made an express or 
implied contract that bmds him to continue the promotion. 
For example, you may give a promoter one thousand dollars 
for stock of a corporation to be organized and promoted, on 
condition that the promoter will raise a certam number of 
thousands of doUars from other people. Under these cir- 
cumstances he will be compelled to promote the company 
until he raises the stipulated sum. 

Other circumstances under which promoters may make a 
profit. — Other circumstances under which Ihe promoter may 
make his dealings with the company absolutely binding are 
the following : (1) He'may make a full disclosure of all material 
facts to each original subscribei’ of shares in the corporation ; 
(2) he may procure a ratification of a contract after msclosing 
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its c’ii cumstanccs, by vote of the Ktockholders of the com- 
pletely established coiporation, (H) ho may lie himself the 
leal feubsoriboi of all the shares of the cajiital stocik eoiitem- 
plated as a part of the promotion scheme. 

Adoption of piomoter’s contracts. — We have seen in eon- 
neetioii with the assembling of a iiroposd.ion that various 
contracts arc made for acquisition of propel l.y and foi 
engaging the services of cinploj^ccs of one giade or anoth(>i 
Sometimes these contracts aic made with trustees foi the coi- 
poration. At othei times they aie made m the name of the 
corpointion. In any event, they arc not binding on the 
corporation until the corporation knows all about them and 
adopts them The adoption of the contract need not be by 
express action of tlie corporation, but may be infeiied from 
the acts of the coiporation or its agents Similaily, there 
need be no expiess acceptance of the contracts by the coi- 
poration. The corporation cannot be said to adopt any 
contract the terms of which it does not know fully. It is 
improper, therefoie, for a piomoter to turn piopeity over t.o a 
corpoiation, stating that he is to make a profit on it oi that 
the corporation’s (liicctors can find out how muc.h the profit, 
will 1)0 by consulting certain deeds. 

Remedies for fiaudulent acts of promoter. — Where the 
promot,er did not inako a full, frank, and fair statement, of the 
profits he was making out of a tran.saetion with tlie eoipora- 
tion during the poiiod of pioinotion, tlu* diiectors, wIk'u they 
learn of the seeret, profits, may eiflu'r reseind the eiMitriuutr, 
return tlie proper!, y and receive liaek the stork or cash paid 
for Iho pioperty, or they may sue the promoter for the seeret 
profits, or they may sue for any other damages. Foi cxamiile, 
a promoter cannot permit people with whom ho deals to make 
unreasonable profits out of the corporation If tho promoter 
did permit such unreasonable profits to bo made, the cor- 
poration would not be bound to recover those profits from the 
third person, but could sue the promoter for the damages, 
which would be measured by the unroasonablo amount of 
profit paid to tho thud person. 

Subscription contracts. — A promoter should know the law 
on tho subject of subscriptions in the State in which his cor- 
poration is to bo organized. A subscription agreement made 
as an individual transaction between a subscriber and a 
proposed corporation cannot take effect as a contract because 
one of the parties is not m existence. To make tho subscrip- 
tion agreement binding as a contract, it may be written as an 
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agi cement between the bubscribers who contract with each 
other and with the proposed corporation or its promoters 
Thus, it IS usual to insert in the contiact a clause stating that 
the consideration for the subscription is the subscriptions of 
other subscribers. Another way to make a presently binding 
subscription contract is to write it as an agreement between 
the subscribers and an agent oi trustee for the proposed 
corporation. A foim of subscription to a corporation about 
to be organized and a simple form of subscription for a corpora- 
tion already in existence follow.*’^ 

SUBSCRIPTION AGREEMENT 
(Coiporation About to Be Organized) 

I hereby aubsciibo to ( ) shares of the capital stock of 

, a coipoiation to be formed undei the laws of the State of 
, with a total authoiized capital stock of ( ) 

shares, having a par value of (.'? ) Dollais each, for the pur- 
pose of ; and I hcieby agree to pay ($ ) 

Dollais for said subscription to Bank, Trustee, or its 

assigns, upon demand by the said Tiustce before incoipoiation and by the 
coipoiation afteiuicoipoiation, in payments of ( %) 

per cent each, at any tmio aftei ( ) shares of the capital 

stock of said proposed ooipoiations, mcludmg the subscnption herein made, 
have boon subsciibed for, the sejond payment, however, not to be called 
foi until at least . days after demand has been made for the first 
payinont 

Dalod , 19 

SUBSCRIPTION AGREEMENT 

(Corporation Already in Existence) 

Each of the uiidci signed in consideration of the subscriptions of the 
otliei subsciibers hereby subscribes for the number of shares of stock of the 

of the class set opposite his signature, 
and heieby agrees to pay the par value thereof m cash, to the treasurei of 
the corpoiation as follows teu per cent on the signing^ this subscription, 
and the remaimng ninety per cent at such time or times as the board of 
diioctors may require by resolution and notice, in wilting, to the sub- 
scribers, but such reqiuremeuts shall be uniform and prorated among aU 
the subscribers according to the amounts of their several subscriptions. 

Number of Class of Amount of 
Signature Shares Stock Subscnption Date 


“ For other forms, see "Prontiqe-Hall Encyclopedia of Corporate Forms,” 
Vol. 1 , Nos. 51-74 
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Compensation of promoters. — It has licon shown that a 
promoter cannot make any profits out of a coipcnation except 
those that arise out of the contiacts made with the promoter 
after the corporation is organized and has its own diicetors — 
dummy directois appointed by the promoter will not do — or 
where the piofits made aic known to th(> permanent directors 
when they adopt the tiansactions pioviously made by the pro- 
moter. It is true, however, that a promoter, like any other 
person who acts in a trust, position, is entitled to lea-souablo 
comp'ehsation for his services. H, is altogether permissible, 
theieforo, for a oompaiiy to" give stock to the promoter in 
payment for his services as long as the amount of such stock 
IS reasonable. 

The Securities and Exchange Commission has insisted 
upon full and fair chsclosuie of promoters’ piofits m registra- 
tion statements and has issued several stop orders^® where 
registration statements have failed to reveal the names of 
promoters and payments made to them. It is significant 
that such slop orders have occurred piincipally in the case of 
registration statemcnt.s filed by newly organized mining com- 
panies, a type of cutcrpiiso that is highly speculative and in 
which promoters’ profits arc easily concealed in the transfci 
of properties to the now company 'at excessive values. 

' Usual arrangement for compensation of promoters.- -In 
the vast number of organizations and reorganizations thai. 
have been promoted in the past two decades, the general 
procedure ha.s been to sell non-par preferred stock to the public 
to pay for whatever assets arc purchased by the new com- 
pany, and to turn over to the 'promoters, organizers, reor- 
ganizers, and bankejs as compensation for their services in 
promoting the company, blocks of the common stock without 
pai- value. Sometimes a small portion of the common stock 
is given as a bonus to the purchasers of the preferred shares. 
If the company is suecesrful, the profits of the promoters^ 
will be large; if "the company fails, the capital contributed 
by the preforicd shareholders will bo at stake. By giving 
to those who contribute the capital, shares of preforrocl stock 
that have a prior claim to assets, and by issuing to the pro- 
moters common stock without par value, rather than with par 


“For a study of proiuntors’ profits, soo W, 55 Riploy, "Trusts, Pools. and 
Corporations," Chaptei XIII; lip Asphalt Combination W M. Hotohoi’s 
"Cyclopedia of tho Law of Private Corpoiations" is a standard work on 
corporation l&w, in several volumes, with penodio aupplomeuts. 

, See footnote 1ft. 
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value, the modern corporation avoids legal difficulties that in 
past years troubled organizers of corporations. To discuss 
what the difficulties weio m the past and how they are ovci- 
come by the present practice would involve us in questions 
reserved for later chapters. Suffice it to say here that the 
device of non-par value stock avoids the necessity of ‘fraudu- 
lently overvaluing property or pretending that value has been 
received for the stock issued,®® the plan of classifying non-par 
shares and giving those who have paid for their shares a prior 
claim on assets pi events impairment of the capital contributed 
by the preferred shaieholdcrs through claims of those who 
have received their shaics as compensation for promotion 
services.®^ While technically the arrangement under which 
promoters receive then compensation in stock may meet all 
legal requirements, there may be instances where the arrange- 
ment would be unfair to incoming shareholders. In such 
cases, unless the persons concerned have consented to the 
arrangement, they may complain of the transaction and 
obtain the aid of the courts in dealing with the offenders. 

Payment of promoters with options to purchase stock. — 
Another device foi paying promoters for their services that 
has been used extensively in recent promotions is the option 
,to purchase stock. The •corporation authorizes the issuance 
to the organizers of an option or right to purchase shares of 
stock at a stated price, generally wfitlun a fixed future period. 
Thus, without munediate expendituie, the option holdeis 
acquiie an opportunity to make a substantial profit in the 
future in the event that the corporation is successful. The 
option, of course, will not be exercised unless the price of 
the stock exceeds the price fixed in the instrument. As in 
the case of stock given as compensation for services rendered 
by promoters, the giving of an option is a valid means of 
compensating promoters, provided the transaction is fair 
and not unreasonable and oppressive.®® 

See page 308, 

The student wlio is interested m the subject of equitable control ol 
prottioteia’ piohts should lead “Bonkcis’ and Promoters’ Stock Profits,” by 
A A Bcrle, in the Harm d Law Review, April, 1929 

Wliat is reasonable is always a question foi a court of equity to doiado. 
The facts and decision in a single case will serve to illustrate what may bo 
expected fiom the courts. While a certain corporation was still m an embryo 
State, its direotoiB onteied into a contract whereby the piomotei was granted 
the power to sell the company’s non-voting stock on commission and was 
given the sole nghl to purchase 5,000 shares* of its votmg stock, with a five 
year option to lake the 16,000 romaming shares at SIO a share. The 6,000 
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DiKcloRurc of optaous grnntcd is iieccbsary iii the case of 
securities which must be icgistcied under the Securities Act 
of 1933. Both the registration statement and the required 
prospectus call for a statement of the securities covered by 
optioiw outstanding or to be created in connection with the 
issue covered by the registration. The statement must show 
the pi ICO and other terms on which the options arc granted, 
as well as othci informat ion, including the names and addi esses 
of all persons to be allotted more than 10 pei cent of any set 
of options. 

Prior to the enactment of the Securities Act of 1933, 
disclosure of the issuance of options was within the disci etion 
of the issuing corporation. In some instances, the option 
that had been given was disclosed ni the certificate of incor- 
poration oi in the circular issued upon the sale of stock in the 
corporation, or in both places; m other cases the option was 
not disclosed This situation still exists where the public 
1.S.SUC of securities is exempt from registration because it does 
not exceed $100,000, or because the channels of interstate 
commerce are not being used in its distubut.ion. 

Right of officers to compensation for promotion of sub- 
sidiary companies. — Officeis of a corporation will .sometimes 
promote a subsidiary "company that is noitiiev entirely a, 
subsidiary nor cul.irely independent of the parent (‘onipany, 
and will take in compensation for their services^ as promoters 
stock of the newly formed company. In many casi's wlTorc 
such corporations arc formed, the new company becomes 
engaged in a business collateral to the activities of the prin- 
cipal corporation, and the capital m obtained from stockholders 
in the existing corporation. In other words, the officers 
of Ihe existing corporation take advantage of the strength 
of the corporation and of the opportunity to obtain capital 
from its stockhold^ers to promote the new company. There 
may be some question m such ca,ses as to the right of the 
officers to profit in this way by their position as officers in 
the principal corpoi-ation. The rule has long been established 

b1uin»h woro to be purchiificd cnit of eomniiMHionH to ))e eainecl by him m the snle 
of the non-votmg btook. These shaies were tlms (lotiiuml by tlie piomoter, 
with tho lesult tlmt he W!i« in absolute euntiul of the coipomtion, with full 
powei ol disposition over its assets, without liaving mveslod any money what- 
ever except Huoh as he roooiveil l)y loason of his conncctioiis with the cor- 
pomUou The couit decided that tho tiansaetiuu was not leasouablo and 
appointed a receiver upon thO appheation of a slockholdci Ilechlor v. 
JEmery, (1928) 131 Miso 393, 226 N Y Supp. 609 
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that where a eorporatioD has an opportunity for a profitable 
transaction, it is the duty of the officers to exploit such an 
opportunity for the benefit of the corporation, and if they 
profit diicctly oi indiioctly whcie the corporation should have 
profited, they may be requned to account for the profits thus 
obtained 

The Securities Act of 1933, the Securities Exchange Act 
of 1934, and the Public Utihty Holding Company Act of 
1935 contain provisions which make it difficult foi officers of 
subject corporations to profi.t by then positions in the manner 
desciibed above A full and complete disclosure of the 
officers’ compensation as promoters would be requiied in the 
registration of the secuiities of the new company under the 
Securities Act of 1933 Such disclosure, the officeis may 
realize, would discourage the purchase of the securities by 
the existing stockholdcis 

If the paient company were a public utility holding com- 
pany, subject to the Public Utihty Holding Company Act of 
1935, and the subsidiary were a public utility, the acquisition 
of the subaidiaiy’s stock by the officeis could not be effected 
without the approval of the Securities and Exchange Com- 
mission Even if the subsidiary weie not a public utility, 
the tiaiiaaction could not, be effected without a disclosure of 
the issuance of stock to the officers of the parent company for 
services. Such disclosuie would appear in the foims lequired 
to lie filed under the Utihty Ac£ with the Securities and 
Exchange Commission in'connection with the issuance ot the 
subsidiary company’s stock. Fuithermore, the Commission 
has interpreted the Act sp as to impose standards which 
proceed far beyond the principle of disclosuie Thus, one 
of the objectives of the Commission is to eliminate profits 
aiising from failure to lecognize fiduciary responsibilities.^" 

a^Seo "Piomotois’ Stock m Sub«diaiy Coipoiations,” by A A Beilo, 29 
Columbia Law Bemew 35 Seo also “High Fmanue'm the Twenties,” 37 
Columbia Law Review 785, for example of tiemcndous piomobeis’ piohts made 
possible thiongh issuance of pcipetual option wairants in the formation of the 
United Corpoiation m 1929 

» Both the Seeuiitics Exchange Act of 1934 and the Pubhc Utility Holding 
Company Act of 1935 contam a piovision which permits locoveiy of any piofits 
realized by officeis and dirootois of eompanicB subject to the Acts fiom tians- 
aotions m soountius of such oompames within a poiiod of six months, unless the 
socurities wero acquiied in good faith in connection with a debt pieviously 
contiactcd. 

Sec page 697 

Seo “Regulation of Corpoiate Finance and Management under the Public 
Utility Holding Company Act of 1935,” 52 Harvard Law Remew 216 
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FORMS OF ORGANIZATION— INDIVIDUAL 
PROPRIETOE SHIP, PARTNERSHIP, 

JOINT ADVENTURE, AND JOINT 
STOCK COMPANY 

Impoitance of correct selection of legal form of organiza- 
tion. — No stop 111 liusinesa building and management is more 
important than that of selecting the legal form of oiganiza- 
tioii, for upon the form of organization depend not only the 
division of the profits of the businc,ss, but the risk run by all 
those interested, the amount of money that can be raised, 
the placing of control, and many other incidental questions. 
Before we can go into these interesting and important mat- 
teis, wo had better describe briefly the forms of organization 
that are used in English-speaking countries. 

Legal forms of organization. — The common forms of organ- 
ization arc: (1) the indnidual proprietorship; (2) the general 
partnership; (8) ihe limited paitnei ship; (4) the joint adven- 
ture; (5) the joint stock company; ((5) the limited partnership 
association; (7) the IMassachusctts or business trust; and (8) 
the corporation. * 

Prevalence of different forms of organization. — ^The desir- 
ability of the different forms of oiganization for large con- 
cerns and small concerns is indicated by the prevalence of the 
several forms in American business. It will be noted from the 
table on page 61 that both the individual form and the miscel- 
laneous forms of organization have decreased relatively, while 
corporations have increased. The parts of the table showing 
number of wage-learners, value of the product, and value 
added by manufacture, indicate that corporations have grown 
in number most notably in those industries in which the units 
are large. 

The individual proprietorship. — ^Tho individual proprietor- 
ship needs little explanation, ^^en a man goes into business 
all by himself, he owns all and risks all. If he cares to, he 
can incorporate his business and stiU own it, giving to others 
nominal interests and making them co-directors, but requiring 

fio 
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TABLE No. 1 

STATISTICS OP POEMS OP ORGANIZATION^ 


Character of 




• 

Ownership 

1929 

1019 

1914 1909 

•1004 


KuftUii.It or 

Tbl AnimiMCNTB AND 

Pna Cdnp DiSTiununoN 




N«m6tr % 

Number % 

Nvmbet % 

Number % 


Number % 

IndividualH 


H8.112 47 6 

142,436 51 6 

140,605 63 

4 

113,946 52 7 

Corporations 

101,816 48 2 

91,617 31 6 

78,152 38 3 

69,501 26 

0 

51,097 23 6 

All others 

100,141 31 7 

60,476 20 S 

56,203 20 0 

68,386 21 

7 

51,137 23 7 



A\lraod 

Wuen Karvcrs pdr I^brvRLisn&n.Nr 


Individuals 


4 0 

5 0 

G 0 

7 0 

Coipoiations 

78 0 

80 0 

72 0 

72 0 

76 0 

All others 

8 1 

10 0 

12 0 

18 0 

21 0 



V mnn or PnoDucr 




AvuHAon PUB Ebiabiisumbvp 

AND Pen Cl.AT DltaTHroUTION 



Dollars % 

Dollars % 

Dollars % 

Dullni s % 

Dollat 9 % 

Individuals 


26,605 6 7 

13,518 7 9 

14,523 9 0 

14,944 11 6 

Corporations 

637,437 02 1 

698,188 87 7 

258,255 83 2 

235,121 79 0 

213,399 73 7 

All others 

50,705 7 8 

08,413 6 6 

38,726 8 8 

30,203 11 1 

42,768 14 8 


VlLOT AlinDD BY MANU^'AOroBT — PlB CtUr DlTOBtUVnON 



P<r <ent 

Per cent 

P(r rent 

Pet rent 

Per cent 

Individunln 


0 2 

9sl 

11 4 

13 1 

Corporations 

91 4 

87 1 

81 *) 

77 3 

71 9 

AU othois 

8 5 

0 7 

8 9 

11 5 

16 0 


1 From Abistiaot of tho Census of Manufactures foi 1919, pubhshocl :u 1923 At tho census 
fm 1929, uninooipoiated eonceins weie not isquiieil to ii-port tlieir owncrMhip ns '‘individual,” 
‘‘paiinersliip,” etc Aeaoiding to olGual information dated Oot 31, 193% no btalistics in 
legard to type of oi gaiiisation have been tompiltd in an> Census of Manufne tiires since that foi 
1929 Testimony from the records of the Bureau of horoign and Domcstio Commerce, offered 
to the Tompoiary National Eoonomio Committee m December, 1938, oontains the esfimatc that 
between 80 per cent and 66 per cent of national aolivity was in corporate hands (the lattei 
percontago being a bcttei estimate if muniupol and other business operations are olnssifled as 
coiporate) 

The relative impoitanco of luge eorporations in Ameiioan eonnomie life is indioated in the 
following summaiy In 1930, 227,340 corpoi itions with total assets of $30,000 or less, and com- 
prising 04 8 pel cent of the total number of coipoiations whirh filed income and o\oeas profits 
tax leturns with balance sheets, owned assets amounting to only 1 3 pei cent of tho total assets 
of all corpoiatiQOB On the othei hand, 396 ooiporations with total assets of $100,000,000 or 
over, and oompnsmg less than Wo of 1 poi cent of all ooiporations, owned 44 3 pci cent of all 
the eoiporaio assets C'Slatisties of Income foi 1930," ITS Buieau of Inteinal Bevenue) 
See also Borlo and Moans, "The Modem Coipoiation and Piivate Piopoily," 1932, Twentietb 
Century P'und, Ino , "Big Biisiness Its Growth and Its Plus," 1937, National Industnal Con 
foienoo Board, "Ameiicnn Entorpnses — Numboi and ,9iso,” I03.S, "Ileniings Before a Sub- 
committee of the Committee on Jiidioiary,” U H Senate, 75tli Coiigross, Sd Sossimi (1938) on 
S.IO and S 3072 (Fodcial Licensing of CoiporaUons)i Dun’s Remno, March, 1939, ‘‘How Big 
la Big Business— -An Anali’sis of Conflicting Testimony", Dun‘« jBetiste, May, 1BS9, "Is Big 
Business Getting Biggci^” 
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tkat they shall consent to a practical surrender of all authoiity 
to him through the simple device of clocting him piesident and 
writing into the by-laws of the coi'iioratiou a ])rovisioii that the 
president shall be the general inanagoi. Or the propiiotor 
may turn his business into a Massachusetts trust. But at this 
place 'wo merely wish to point out that a man can oiganizc his 
business in several ways and still exercise eontiol If he 
selects the corporate form or the trust loriii, he can avoid 
subjecting to the iisks ot his busnic>ss venture pioperty not 
dehmtely committed to the busiucss 

It must bo deal, theiofoic, that the individual proprictoi- 
ship IS distinctly a foim of business oiganization. The fact 
that a person who does nothing about the legal foim of organi- 
zation will be deemed by the law to liavc chosen this form, 
does not render the sole proprietorshiji any the less a method 
of organizing. Here the income above the debts payable to 
creditors, the exclusive right to control the operations, and the 
entire risk are centered in the proprietor. 

The general partnership. — If several persons engage jointly 
in business without making any special pi ovlsion foi the legal 
form of their organization, they will be lu'Ul i.o constitute a 
general partnership. To be sure, they may, and usually do, 
make a contract orally or in writing setting up tin* partnership 
relation. But oven if they m'glce.t this stoj), the law will 
imply a paitnership ^ 

General agency in palrtnerships. In the partnership, each 
partner is a general agent foi the business 'I’liis simply 
means that each partner may make contracts that will bind 
the partnership, or the hrm as it is sometanios called. 

An example will make this 'clear. .Tones, of the firm of 
Jones & Smith, buys a mahogany desk for the bookkeeper. 
Smith goes to another dealer and buys an oak desk. Both 
dealers can hold the firm to their contracts of purchase. Sup- 
pose Smith hadr agreed with Jones that ho would not buy 
anything for the firm. The dealer who sold the oak desk may 
still insist upon the sale, unle.ss, as in all agencies, he, the third 
party, knew that the power of the agent was limited. 

The reader will realize that one should not enter into a 
partnership with a person whoso judgment in making con- 

* For an example of a partneralup agienmeel, sec 0. W Goislonbcig “ Mate- 
rials of Corpointion Finanee,” pages 1-3 Foi otlioi forms lelating to partner- 
ship, see 8 Goidon, "fitondarcl Annotated Foiins ot Agieoment,’' Chapter 
XVII 
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tracts is not good, or with one who, if he agrees to refrain from 
making contracts, will forget or disregard his promise. 

Delectus personae. — This formidable expression is merely 
the legal j argon f oi the right to select a partner whi ch is implied 
in every partneiship agreement. Because a partner is an 
agent, and because m law an agent cannot delegate his 
authoiity, it follows that a partner cannot tiansier his interest 
to anothci person without his partner’s consent. So, if a 
partner dies, goes insane, becomes bankrupt, oi withdraws for 
any cause whatsoever, his executor, guardian, or tiustce in 
bankruptcy docs not take his place In each of these cases 
the newcomer — the executor, guardian, or tiustee — has the 
right only to make the remaining partners account for and 
pay ovei the cash value of the mterest of the partner whom 
the newcomei rcpiesents 

Liability of partners. — The members of a general partner- 
ship are jointly and severally liable for the debts of the firm. 
By this we moan that the creditors may collect from the part- 
ners’ sevcial private estates if their joint or partnership prop- 
erty is insufricicnt to defray the debts. In the absence of a 
specific contiact, partneis share profits and losses equally, 
though it IS customary where partners contribute different 
amounts of capital to provide in the partnership contract 
that the piofits and losses shall be distributed in the same 
propoitioii. 

An illustration will serve to make clear a number of rules 
relating to partners’ liabilities. A, D, and C are members of 
a partnership which has assets of $10,000 and debts respec- 
tively to X, Y, and Z of $10^000, $20,000, and $30,000. To 
prevent any one creditor from seizing the $10,000 of assets, a 
receiver is appointed by a court of equity to wind up the 
partnership affairs. A owes $20,000 to his private creditors, 
and has assets worth $10,000. B owes $10,000 and has 
$20,000. C owes $20,000 and has $20,000.’’ There is a rule 
of law, called '‘marshalling of assets,” which provides that 
in a case like this the partnership creditors have first right to 
the partnership assets and private creditors have first right 
to tho partners’ individual properties. Hence, the $10,000 
partnership assets will go to X, Y, and Z; A’s $10,000 will go 
to his creditors ;B's creditors will take $10,000 of his property, 
and the rest will go to X, Y, and Z under the rule of the joint 
and several liability of partners. C’s creditors will take all 
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his property. iSince B will hfivo ijaid $10,000 out of his own 
pocket to help satisly the partnoisliip cieditors, he will have 
a “light of contiibution” against A and C, that is, if their 
obligations are not wiped out liy bankiuptcy, they will each 
owe him $3,333.33. 

Tallis division of losses would be tollowcd as to X, Y, and Z, 
even if the partners had agreed that B should in no event bo 
liable to outside creditors X, 1', and Z would collect from 
B, but then B would have a claim of $.5,000 against each of A 
and B. The point is that one person can not agree with 
another that a third poison’s lights shall be limited, without 
that thud person’s consent If .^1, D, and C wished to carry 
out their airangement, they should have foimed a limited 
partnership, and then X, Y, and Z would have had notice of 
B’s hmited liability and could guard the credit they extend 
in view of the known restriction on B’a liabilities. 

Division of profits and losses illustrated. — ^Partners, we 
saw, divide profits and losses equally. Suppose A, B, and C 
contributed respectively $30,000, $20,000, and $10,000 to a 
businc.ss in which they engaged without formal agreement. 
The firm is wound up and its assets of $GO,000 are all that is 
left to pay $50,000 to creditois X, Y, and Z, besides $10,000 
advanced as a loan by B, and the, obligations of the partner- 
ship to the partners. 

According to the uniform p-artnership law, debts to outside 
creditors must lie paid oil first, then debts to partners, then 
the capital, and finally profits, if any. Hero there arc lo.sses 
which amount to the sum of all the debts and obligations, that 
is, $120,000, leas $00,000 of assejs. This total lo.ss of $60,000 
must be divided equally. Therefore each partner will con- 
tribute $20,000 and will take out the amount of the obligation 
of tho partnership for capital and any debts due from the 
partnership. A therefore will put in $20,000 and take out 
$30,000 ; that is* he will take out a net of $10,000. B will 
put in $20,000 and take out $10,000 for the debt and $20,000 
for capital; that is, he will take out a net of $10,000. C 
will put in $20,000 and take out $10,000; that is, ho will con- 
tribute a not of $10,000. In effect, then, C will put in $10,000, 
and this with the $60,000 of partnership assets will yield 
$50,000 to X, Y, and Z and 110,000 not to each of A and B 

The limited partnership. — Over one hundred years ago 
some commissioners wore sent from New York State to 
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Louisiana to study the limited partnerships of the civil law, 
which in Louisiana takes the place of the common law preva- 
lent in most English-speaking jurisdictions, to see if the device 
could be introduced into the statutes of the Empire State ® 
The result was the Limited Partnership Law of NeW’York, 
which has since been copied in England, in Canada, and m 
most American States. Since the limited partnership is not 
frequently used, we shall give it only a brief description. 

In the first place, it must bo organized just as the law 
proscribes. If this is not done, a general instead of a limited 
partnership will result. The chief step in organization is the 
filing of the contract drawn accordmg to law.* The hunted 
partnership may have one or moie general partners and one 
or more limited partners The liability of the limited or 
special paitners is limited to the amounts they have agreed 
to put in. Then names must not appear in the official name 
of the partnership and they can have no voice in the business. 

Since it is only by virtue of the statute that the liability of 
any of the partners may be limited, a substantial and even 
strict compliance with the statute is necessary to form this 
kind of organization. In one case where the statute required 
the cash contribution of special partners to be paid before the 
certificate was filed, and one of the special partners did not do 
this until after the certificate was filed, it was held that no 
limited partnership had been formed- The firm failed and all 
the partners were held personally hablc as general paitners. 
The danger that a special partner may find himself subject 
to unlimited liability has discouraged the use of the limited 
partnership statutes. To -protect special partners against 
that Lability, the statutes of some of the States have included 
a provision that special partners acting in good faith would 
not be subject to unlimited Lability on account of a defect in 
the organization proceedings. 

Another important rule to bear in mind‘*is that, as limited 
partnerships are creatures of the separate State statutes, out- 
side of the State of its formation the organization wiU be 
treated as a general partnership and even special partners will 
be liable to creditors. If, therefore, a limited partnership does 
business in another State, it should first file a certificate and 


» F. M Burdick, “The Law of Partnership,” page 300 
* For example, see C. W. Geistenberg, “Materials of Corporation Finance,” 
pp. 4~Bf and S Gordon, “Standard Annotated Foims of Agreement,” Foim 460. 
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comply with the statutes of that Htate m order to Imiit the 
liability of its members. 

The joint adventure. — The joint advoutuio, otherwise 
known as the "deal” or “syndicate,” is very much like the 
paitnership in point of law. The main diffeicnccs aie quite 
technical and relal.c to the way m which actions are brought 
in court. In general effect, of course, the main ditfcrcnce is 
that while the partnership goes on indefinitely or for a limited 
time, the joint adventure is oiganized for a specific jmipose 
and its duration is limited to the accomplishment or definite 
failuie of that purpose. Usually, all the busiiicfes of a joint 
adveiituie is done m the name of a manager, who is responsible 
to the participants.® 

The joint stock company. — The joint stock company is a 
form of paitnership that was created to overcome some of the 
important disadvantages of the ordinary partnership. As 
in the latter, each member of the joint stock company is indi- 
vidually and personally liable for the entire debts of the 
organization But, unlike the ordinary partnership and like 
the corporation, the joint stock company has its capital 
divided into, l-riinsn'ralile shares repn^sonted by certificates. 
These may be sold by one pi'rson to another, enabling a part- 
ner to withdraw liom the business" without jeopardizing the 
life of (ho organization. These shares indicate the owner’s 
right to participate in thq control of the company- liy vot- 
ing— and in the profits of the business. In this respect, as 
well as in its foini of control anil managomeiit, it closely 
resembles the corporation. 

Death, insanity, or bunkniptqy of a member has no cfTcet 
on the continued existence of the joint stock company. Nor 
has the withdrawal or transfer of membeiship Each member 
is free to sch or pledge his shares. Bui even if he does this, 
he remains personally liable for the debts incurred while he 
was a shareholder. He has, however, no liability for any 
debts contracted after he dbposed of his shaves, nor before 
he acquired them. The joint stock company further resem- 
bles a corporation, and dilfers from a jiartnership, in that it 
conducts business under an artificial name, may sue and 
be sued in that name, and may acquire and dispose of prop- 
erty in that name. 

* For forms of joint advontwres, see S Oordon, “Standaid Annotated Forms 
of Agreement," Chapter XII. . 
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Formation, organization, and management of the joint 
stock company. — At one time the fxmdamcutal distinction 
between a corporation and a joint stock company was that 
the former was an artificial entity that derived its existence 
from the State, while the lattei was a natural association that 
derived its existence solely from the contiact of the members. 
But now joint stock compames aie not only regulated but 
also authorized by statute.® For the most part, however, 
they are formed under a simple contract, known as “articles of 
association,” among the parties mterested in the venture; 
that IS, they arc formed under the common law, and not under 
a statute 

The articles of association and by-laws of the joint stock 
company define and regulate its organization and management 
in much the same manner as the certificate of mcorporation 
and by-laws affect the corporate organization. Usually they 
provide that the management of the company shall be vested 
entirely in the hands of a small hoard of governors or direc- 
tors,’' periodically elected by the shareholders, as directors of a 
corporation are elected. Shaieholdcrs, unlike partners, are 
not general agents and cannot bmd the association by their 
individual acts; the business is done for the company by 
officers and agents appoipted and removed at the pleasure of 
the board of governois The board usually has also the 
light to decl.'irc and pay such dividends from the earnings of 
the company as they deem expedient 

Advantages of joint stock company over corporation. — A 
joint stock company, of the common-law type, enjoys certain 
tax advantages over the corporation (1) it does not pay any 
organization tax; (2) it does not pay any annual franchise 
taxes, nor must it file with the State any certificate or annual 
reports such as those usually required of corporations, (3) 
a joint stock company may do business in any State outside 
of the State of its formation without any" formalities, while 
a corporation must usually file certificates and pay franchise 
taxes in those States where it does business. In a Minnesota 
case, which would probably be considered good law In all 


® Foi a Hstoiy of joint stock companies, see J S Davis, "Eailier History of 
Amoiican Coipoiations ” 

* For complete at tides of association, soo Articles of Pieico Fordyce Oil 
Association (sliare capital, $3,000,000), lepiinted m C W Gerslonberg, 
“Mateiials of Oorpoiafcion Finance,” page 6 
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parts of the TTnion, the hifthest State couit said of a joint 
stock comjiaiiy, “The defendant not being a corpoiation, but 
a partnership, has the same right to do business in this State 
without its permission, and free liom its control and visitorial 
power, as any other iiiduddual or paitneiship ’’® In this 
lespect'it enjoys a real advantage over the corporation, which 
invariably must file certilicates and pay taxes in every State 
in which it does business. 

Many exccptioii.s to these advantages, however, have been 
created by State statutes. Foi example, in New York State, 
wlicie joint stock companies arc organized under a statute 
called the “General Associations Law," annual reports are 
lequired to be filed and annual taxes must be paid in the 
same manner as by corporations. In several of the States 
the annual' tax laws applicable to corporations have been 
made equally applicable to jomt stock companies. Again, 
m many of the States the statutes governing the right of 
foreign corporations to do business in the State include joint 
stock companies in their definition of foreign corporations. 
Under the Federal tax laws, the Federal Securities Acts, and 
the Public Utility Tiolding Company Act of 1935, j'oiiit stock 
comiianics are treated in the same tnaniici as eoiporations. 

The offsetting disadvantage of, the joint stock company 
as compared with the corporation is the fact that each mem- 
ber is individually and iiorsonally liable! for the entire debts 
of the company. In turn, the member who may be held 
lialile has the right of compelling the other members to con- 
tribute their shares of the loss. 

Limiting the liability of mepibers. — If the liability of 
members could be limited to the amount of their original capi- 
tal contribution, the joint stock company would obviously be 
superior to the corporation. An attempt has therefore been 
made to do tins by inserting a provision in the articles of asso- 
ciation requiring the board of governors to stipulate against 
the personal liability of members in every contract made on 
behalf of the company. In the articles of the Pierce Fordyce 
Oil Association, for example, is found the following provision; 

The Board of Govornore shall have no power to bind the eharoholdors or 
monibers personally, and in every wntteu contract or undertakinK they 
shall enter into rolating to the business of this Association, its property or 
any port thoieof, rofeienco shall bo made to this agreement; and the 

• State V. United States Expsess Co , (1900) 81 Minn. 87, 83 N W. 46S 
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person, firm, or oorpoiation so contracting with the Boaid of Governors 
sTiall look only to tho funds and property legal and equitable of bids Associ- 
ation for the payment of any debt, damage, judgment, or decree or of any 
money that may become duo and payable in any way by reason of the 
contract or undertaking, and neither the Board ot Governors nor the 
bhaieholdeis or members present or future shall be peisonally hablc't’licrcfoi 
or for any debt incurred or engagement or contiact made by said Board of 
Governors. 

This provision will, of course, have no effect on paities 
dealing with the company unless it is called to their notice. 
In many jurisdictions it will have no effect unless the limita- 
tion of the members’ liability is clearly and expressly stated in 
the contract. In at least one State, New York, there is 
a grave question as to whether, even then, the membeis’ 
liabihty would be limited. In Warner v. Beers,' (1840) 23 
Wend. (N. Y.) 102, the court apparently held that such a stip- - 
ulation in a contract would limit the liability of the members 
of the association. But in a more recent case, Hibbs v Brown, 
(1907) 190 N. Y. 167, the question involved was whether astip- 
ulation in bonds of a joint stock company — The Adams 
Express Company — against the personal liability of members 
made them non-negotiable. It was held it did not, three — tho 
majority — of tho judges so holding on the ground that such a 
stipulation was against p’ublie policy and therefore void. 
Thus, while in practically all other States such a provision 
would adequately protect the shardholdeis, in New York it 
probably would not. In no State, however, is there any 
method by which the liabihty of the members may be limited 
in case of the commission of a tort by the association. Of 
course, the question of the individual member’s liability will 
never arise as long as the association remains solvent. 

The limited partnership association. — The statutes of 
Pennsylvania, Michigan, New Jersey, and Ohio permit the 
organization of limited partnership associations. These aie 
created like corporations, and in the State of their formation, 
they have most of the attributes of a corporation. A certif- 
icate of association must be filed with the Secretary of State 
and county clerk, and an organization tax must be paid. 
Reports must bo made and franchise taxes must be paid 
annually. 

As in the corporation and the joint stock company, owner- 
ship is divided into shares, and the shareholders elect a board 
of directors or managers who conduct the business of the asso- 
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ciation. In Michigan the duectors or managers are elected 
under the cumulative voting method '■* 

The limited partnership association also resembles the 
corpoiation and the joint stock company in the conduct of 
its affaiis through ofliceis and agents appointed and icmoved 
by the board of managers. It diffeis from them, however, in 
the fact that upon a transfer of its shares by an original 
owner, the purchaser must be elected to membership in the 
association bef oi c he has any rights therein He may demand 
election to membership, and if this is not gi anted, he may 
compel the association to pay him the value of his shares, 
agreed upon or determined by appraisers appointed by a 
court. The transfer of shares, however, does not affect the 
life of the association. Another peculiar provision of the 
laws affecting these associations is that which requires con- 
tracts involving over five hundred dollars to be signed by 
two of the managers. Unless the contract is so signed, the 
association wdl be exempt from liability for it. 

In the State of its org.anization the members of a limited 
partnership association are not personally liable for the asso- 
ciation's debts But the membeis will be held liable as 
general partners unless the oigamzation strictly complies with 
the statutes authoiizmg the organization of limited partner- 
ship associations Thus, m Pennsylvama, it was held that 
failure to include in the articles of association a detailed 
description of the property contributed as capital by the 
members, as lequired by the statute, rendered them liable as 
general paitners “ Outside of the State of their organization, 
courts have been inclined to treat' these associations as general 
partnerships Tliis form of organization therefore, is suited 
only to a business to be entmely conducted in the State per- 
mitting its formation. Except for the smaller initial expense 
of orgamzing a limited partnership association, it has little, 
if any, advantage over the corporation. Of course, if the 
enterprise is to do business m several States, the corporation 
would be more useful. 


* See page 109. 

» Sheble v. Strong, (1889) 128 Pa. St. 316, 18 Atl. 39. 



Chapter V 

MASSACHUSETT8 TRUSTS 

The Massachusetts trust. — This organization is known 
under various names, such as the business trust, or business 
association formed under deed of trust, the voluntary associa- 
tion formed under deed of trust, the common law trust, and 
the Massachusetts trust. Aa a modern business device it 
originated in Massachusetts, where the law prohibited the 
organization of corporations whose purpose it was to own and 
deal in land This suspicion of land-holdmg corporations 
goes back in English history to the Statute of Mortmain, 
1279, the purpose of which w'as to deprive the monasteries of 
their land holdings. The cause of the suspicion is the fear 
that, since a corporation has what is called continuous suc- 
cession, it may continue to increase in size until eventually 
it may become more powerful than the State itself ^ 

Since coiporations could not be used for the purpose of 
assembling large sums of capital with which, for example, to 
build an expensive hotel, the lawye^js adopted the trust prin- 
ciple. Basically this idea involves the separation of the 
ownership of property into two parts, the legal title being 
held in the hands of one person (the trustee) for the benefit 
of other persons (beneficiaries or cestuis que trustent — the 
singular form of which is cestui que trusP) who hold the equi- 
table title. The person who sets up such a device is called the 
creator or settlor, and the device iteelf is called a tiust. Sim- 
ple examples of such trusts are provided when men (creators) 
draw wills leaving properties to trust companies (trustees) 
m trust for their widows for the latters’ lives (the widow is 
then called a life tenant), the estates upon the deaths of 
the widows to go outright to the testators’ children (called 
remaindermen) . 

^ Foi a very caioful legal analysis of the natuic of a Massaohusotta tiust, 
see “Shareholders m Business Tiusts,” by Calveit Magrudei, m 23 Columbia 
Law Review 421 

» It IS customary to speak of one ceitui and of geveial ceituia,' in pronouucmg 
the latter woid Iho final 3 is sounded. 
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The management of property held in trust is in the hands 
of the trustee He operates it if it is an operating property, 
he keeps it in repair, he brings legal actions to protect it, and 
if in its operation other persons arc injured, actions are brought 
against him alone The ccstv/is are merely entitled to an 
accounting and to the mcome which such an accounting 
shows. 

How the Massachusetts trust is created. — ^The Massachu- 
setts trust is created through tho drafting and execution of a 
deed of trust, which is meiely a contract between the trustee 
and one or more persons actmg as beneficiaries, who for this 
purpose represent not only themselves but such other persons 
as may thereafter, and from time to time, become mtorested 
m the trust, cither by investing money in the trust, or by 
buying out, or in some other way receiving some other bene- 
ficiary’s interest m it.® These mterests m the trust are repre- 
sented by certificates, frequently called certificates of stock, 
which m outward appearance simulate as far as possible the 
certificates of stock of a corporation. They may be listed 
and dealt in on the various stock exchanges. It is not uncom- 
mon for a trust to have several classes of common and pre- 
ferred shares, and it is possible to have any division of mcome, 
risk, and control among the shareholders that may seem 
desirable. The trustees are not unlike directors of a corpora- 
tion, who manage the property for the stockholders, the 
cestuis gue trustent, or certificate holders of the trust, coi re- 
spond to the stockholders m a corporation. The deed or 
declaration of trust which is drawn up describes the business 
of the association and the duties, rights, and liabilities of the 
trustees and shareholders. The deed usually provides the 
trustees with authority to appoint and remove a president, 
vice-president, and other officers, agents, and employees 
who are to carrjr on the business of the trust. The trustees 
need not conduct the business in their own names, they may 
adopt a name for business purposes,* as for example, the 
Massachusetts Lighting Companies. In fact, it is the general 
practice to specify a name in the deed of trust. Moreover, 
they usually have a common seal not unlike the seal of a 
corporation. Dividends aie distributed by the trustees 

•For an example, pee C. W Goratenbeig, “Materiala of Corpoiation 
Finance,*' pages 11-20 The stookholdejs in that agioemeni, however, would 
ba held liable as partners undei rules explained later in this tot 

•Hand v.^Fniquar, (1017) 226 Mass. 01, llfi N.E. 386. 
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out of profits, as determined by tbc deed of tiust. As a 
rule, the indenture gives the trustees wide discretion in the 
matter of declaring dividends A common provision govern- 
ing dividends is that “the trustees may from time to tune 
declare and pay dividends from the net income of the trust 
fund among the cestms quc truslcnt; and their decision as to 
the amount of dividends, and as to using theiefor any portion 
of the surplus fund, shall be final. They may set aside fiom 
tune to time such poition of the not income as shall not be 
required for dividends foi a surplus fund. Their decision 
as to what is income and what is capital shall be final. ” This 
provision gives the trustees the same authoiity over dividends 
as directors of a corporation usually have. 

Duration of a trust. — For reasons that we need not go 
into heie, the laws of most States will not peimit such a con- 
tract to be made for an unlimited time In New York State 
and many othei States the time camiot be longer than twenty- 
one years and nine months after the death of one or two per- 
sons named at the time the contract is made. However, 
where a trust is limited in this way and the period expires, 
the parties interested at that time can agree to another trust 
running for another maximum penod. 

Some examples of the Massachusetts trust. — The student 
may care to inquire further into some specific examples of 
these trusts. Well-known examples ^re. The New England 
Power Association, organized in 1926. Its consolidated bal- 
ance sheet for 1937 showed a 6 per cent preferred stock issue 
outstandmg of $66,645,700; $2 prefeired stock outstanding 
in the amount of $620,416, and common slock of $50,614,346 
outstanding. The securities aie listed on the New York 
Curb Exchange. The Associated Compames (formerly the 
Mackay Companies) is a holding company controlling a cable 
line and the “Postal Telegraph System." It has preferred 
stock of $49,028,000 and common stock 'amounting to 
$41,380,400. Its securities are listed on the Now York Stock 
Exchange, American Optical Company and Ludlow Manu- 
facturing Associates are two examples of industrial concerns 
using the trust fom of organization.® 

® See “Woika of Alexander Hamilton,” Vol VII, page 838, for form of an 
agieement drawn by Alexander Hamilton (Sears, “Trust il&tates as Busi- 
ness Compames,” page 340 ) See Ciedit MobiUer v Commonwealth, (1870) 
67 Pa. St 233, for the trust agreement under whicl^the famous Credit Mobiher 
operated. 
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Capitalization and organization of trust. — In some States 
the amount of bonds which a corporation may issue is limited 
to a portion of its capital stock. The tiust, however, labors 
under no such restriction. It may have as many classes of 
shaBes as it wishes, and any amount of prefen ed stock. Its 
whole form of organization ismueh more flexible than that of the 
corporation, the range of possibilities of form and organization 
bemg limited only by the desu*e and imagination of the organ- 
izers. It may have any number of trustees (most States lequire 
corporations to have three or more directors), the trustees need 
not bo residents of the State of formation, and their meetings 
may be held in any State (a few of the State statutes require 
one or more resident directois for a corporation). 

Permanency of management. — In a corporation, the man- 
agement is subject to frequent change. Usually, new dii ectors 
must be elected each year It is very fiequently desirable — 
yes, in many cases essential — that the same management 
remain in control. For example, a minority interest may 
demand for their own protection that half of the boaid of 
directors be designated by them This is partially accom- 
plished in a corporation through a voting trust, of which we 
shall speak later But a voting trust is legal only for a Lmited 
period of time — in New York and in most States, ten years; 
in Arkansas, five years. In the case of the common law 
trust, however, the management may be permanent. Indeed, 
if the stockholders of a Massachusetts trust w.sh to escape 
the liability of partners, they must exercise no control, and 
they cannot, therefore, be given the power to elect the trustees 
periodically. Provision may be made, if desirable, for the 
selection of a new tiustee by the certificate-holders or by a 
class of them in case of the death, withdrawal, or removal 
of a trustee. By classifymg the trustees and by providing 
that a vacancy in a certain class of trustees shall be filled 
by the corresponding class of stockholders, the minority may 
be assured of permanent representation. 

Liabilily of trustees. — A trustee in such an association 
has much the same obligations to shareholders as a director 
of a corporation. In Hayes v. Plall, (1905) 188 Mass. 510, the 
court stated that "a trustee in the management of property 
held by him in trust shall not be permitted directly or indi- 
rectly to derive any personal advantage from its use or sale 
but must act solely for the interests of those beneficially inter- 
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estcd. ” If he makes any profit, he must account for it to the 
shareholders 

In managing trust property a trustee must use the judg- 
ment and care of a reasonably prudent man. If he fails to do 
so, he IS hablo for any resulting losses. Usually, however, 
the trust deed constituting a Massachusetts trust stipulates 
that the trustee shall be liable only for the result of his own 
gross or wilful negligence or bad faith. WTiiIe this provision 
protects the trustee against loss because of failure to exercise 
what the law calls “the judgment of an ordinarily prudent 
man,” it does not protect him if he uses the property of the 
trust for purposes other than those specified m the trust 
deed,” nor in cases where he shows “such reckless indifference 
to true inter csts of the trust as to amount to or partake of a 
wilful violation of duty 

In dealing with outsiders, trustees are personally liable, 
unless they clearly indicate that they are acting as trustees 
and that only the trust property is liable. In contracts with 
thud parties, trustees usually stipulate that the “creditor 
shall look only to the funds and property of the trust for all 
payments, and not to the trustees or shareholders personally ” 
This stipulation has been held valid.® Furthermore, the 
trust deed itself usually provides that if the trustee shall ever 
become personally liable as trustee, not as a result of his 
acts in bad faith, he may be indemnified out of the trust 
property. 

While in most States a director of a corporation is not 
entitled to any compensation unless such provision is made 
in the certificate of incorporation or by-laws or unless the 
shareholders consent, trustees m a business trust are entitled 
to reasonable compensation for their services, unless there is a 
contrary provision in the deed of trust. Usually, the trust 
mstiument specifies what the compensation shgll be. 

Liability of cestuis. — It is well settled that the beneficiaries 
— the so-callcd shareholders — of the tnist’ are not person- 
ally liable for debts contracted or torts committed by the 
trustees. Creditors can look only to the trustees, or when 


• Digney v Blanchard, (1017) 220 Mass 335, 115 N E 424 
» Waiien v Pazolt, (1909) 203 Mass 328, 89 N E 381 
® Rand v Farquar, (1917) 220 Mass 91, 115 N E 286 
® The woid “trust” is used heie to indicate the ordinary relationship created 
when property is left to a tiiist company for named~bpnefi.ciaiies. 
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the trust deed so provides, as indicated above, only to the 
trust property. While shareholders of a trust are not per- 
sonally liable, members of a partnership are. It is very fre- 
quently an important and difficult problem to distinguish 
between a trust and a partnership. Stated very briefly, the 
problem in any given case is. docs the trust deed under which 
a business trust is formed constitute merely a trust deed or 
does it really go further and constitute the interested persons 
members of a partnership? 

In Massachusetts, wheie the law concerning trusts as 
business associations has been most fully developed, it has 
been held that provisions in a trust agreement giving the 
shareholders power to remove the trustees without assigning 
any cause, and to appoint otheis to fill the vacancy, and to 
amend the declaiation of trust, demonstrate that the associa- 
tion is a partnership and not a puie trust.*® It appears, 
then, that if the shareholders have a right to control the 
trustees by the power to icmove and elect trustees, or to elect 
them periodically, or if the shareholders have a right to man- 
age the property themselves, the association will be considered 
a partnership, and the shareholders will be personally liable 
On the other hand, if the trustees act as principals and are 
free from the control of certificate holders, a trust is created 
and the shareholders are not personally liable. “ In the latter 
case, shareholder^ have only the right to “compel the trustee 
to account and to charge him with the consequences of dis- 
honesty or neglect and cause his removal for the one offense 
or the other.”*® This includes the right of each shareholder 
to receive his share of the inoome of the trust in accordance 
with the trust deed and his share of the corpus of the trust 
when it comes to an end. 

In any event, even where the trust may be considered a 
partnership because of the control the shareholders may exer- 
cise over the trustees, the liability of the shareholders may 
usually be restricted by includmg in the trust deed, and con- 
sistently observing it, a clause similar to the following: 

Neither the trustees nor the eealuis gw trusteni (shaioholders) shall over 
be personally liable hereunder as partners oi otherwise, but for all 


“ Frost V Thompson, (1914) 219 Mass. 360 
** Williams V Milton, (1913) 216 Mass 1 

It Wrightington, “Unincorporated Associations,” page 48, and cases there 
cited. 
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debts Iho Uuslees shall bo liable as such to the extent of the trust fund 
only In all contracts oi mstiumcnts ci eating liability, it shall be expressly 
stipulated by the tiustees that the Le>>iuis que irusteni shall not be liable 

Anyone dealing with the association, even though it might 
otherwise be considered a partnership, who has notice ofdhis 
provision" or who expressly agrees to be bound by this pro- 
vision, has no right of action against either the tiustees or 
shareholders personally. This provision, however, would not 
relieve the shaieholders of personal liability (if the associa- 
tion were held to be a partnciship), in case of the commission 
of a toit by the trustees in managing the property, or if the 
trustees neglected to notify contract ci editors and the latter 
had no information of the intention to limit liability to the 
amount of the trust estate If the association were a pure 
trust, that is, if the shareholders did not control the trustees 
through the right of removal and election, then the share- 
holders would be under no liabihty in any event — ^whether 
or not a clause limiting the liability of trustees and cestms were 
included." 

Uncertain position of Massachusetts trust. — The Massa- 
chusetts trust as a form of business organization has thrived 
to a remarkable degree because it has most of the advantages 
of the corporation. It was described in 1912“ as “more 
flexible, more economical, and more convenient than the 
corporation. Trustees can do business with more ease and 
rapidity than a board of directors. In particular [the trust] 
affords a convenient form of combining capital for the devel- 
opment and improvement of real estate,” as the form of 
organization may be arranged to insure “a continuity of 
management and control which specially appeals to investors 
in real estate, and which cannot be secured by a corporation 
on account of the change of [directors] each year. Trustees are 
not changed as frequently as are directors of a corporation.” 

As the Massachusetts trust has grown as' a form of busi- 
ness organization, it has become involved in considerable 
litigation which has shown that its exact legal status is not 
estabhshed. It has been treated by the courts as a corpora- 
tion, as a partnership, and as a trust Texas designates the 

IS Bank of Topeka v Eaton, (1900) 100 Fed 8. 

** See an excellent article by Cnlveit Magiudci in 23 Columbia Law Eeview 
423 It seems that Texas courts hold all business tiuats the equivalent of 
partnerships as fai as liability of interested persons is concerned. 

Report of Commissioners of Corpoiations ur Massachusetts, January 17, 

1912. 
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trust as a pai'tnership, while Kansas regards the trust as a 
corporation that has failed to comply with the corporation 
laws Many States, however, still legard the Massachusetts 
trust as a pure tiust, though one learned judge has said that 
business trusts aie entities masquerading as pure trusts 

Tendency to regard trusts as corporations. — Massachu- 
setts trusts have come to be regarded as corporations under 
many taxing statutes, under statutes permitting suits in the 
firm name, under blue-sky laws, under the Federal Securities 
Acts, and under the Pubhc Utility Holding Company Act of 
1935. 

In recent cases the courts have shown a tendency not to 
aid those who seek through the Massachusetts trust to obtain 
the advantages of a corporation, especially the advantage of 
limited liability, without complying with the corporation 
laws.^^“ The laws of many of the States define a corporation 
to include all associations and joint stock companies having 
powers or privileges of coiporations not possessed by individ- 
uals or partnerships In some States the courts have held 
that Massachusetts trusts aie coiporations within the defini- 
tion and that they must proceed in the same manner and pay 
the same fees as corporations to secui’e their authority to do 
business in the State. In one Stale, on the basis of this defini- 
tion of a corporation, Massachusetts Liusts are not permitted 
to do business in the St^.e. In another State, such an organ- 
ization must quahfy under trust company laws Another 
State has prohibited the common law trust on the basis that 
there is no in the State authorizing the association of 
parties under the management ef trustees to issue certificates 
of stock and to engage in commeicial enterprises. 

Statutory recognition of Massachusetts trust. — Up to the 
present time only a few States have given Massachusetts 
trusts a statutoiy status. Massachusetts has given them a 
status as associations, not as trusts oi partnerships. In that 
State the instrument or declaration of trust must be filed with 
the commissioner of corporations and with the clerk of every 
city or town in which the association does business.^® The 

In Brown v Bedell, (1934) 203 N Y. 177, 188 N E 641, the oomt said 
“It (tho court) should not be solicitous to give coiporatc advantage's 
without incorporation, or to extend the Massachusetts business tiust doctiine 
of e’cemption from hability beyond properly defined lines “ 

Massaohusetts General Laws, 1932, Chapter 182, To same effect, 
Oklahoma Statutes, 1931, § 11,821. 
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filing fees are nominal when compared with the combined 
organization tax and filing fees paid by corporations. In 
1916 Massachusetts also imposed an annual tax on dividends 
on shaics in these associations. Oklahoma also has provided 
for the recording of the trust deed. 

Doing business m other States. — An advantage formerly 
enjoyed by the Massachusetts trust was that it was con- 
sidered able to do business m any State without formalities 
and without paying quahfication fees to the States. This 
right, it was claimed, was giiaranleod by the Constitution, 
which provides (Art IV, See. 2) that “the Citizens of each 
State shall bo entitled to all Privileges and Immunities of 
Citizens m the several States.” In a recent case,^' however, 
the United States Supreme Court hold that the trust, having 
attributes and functions of a corporation, may be tieated as a 
corporation, and that it is therefore not protected as a citizen 
by the “privileges and immumties” clause; it was also decided 
that business trusts seeking to do business in foreign States 
must comply in the same maimer as corporations. Although 
the statute under which the decision was rendered classed 
business trusts as corporations, the case is considered to have 
far-reaching effects. In many of the State statutes provision 
is made to include business trusts along with corporations, 
m no case has a busmess trust been held a citizen within the 
protection of the “privileges and immunities” clause.^® 

Advantages of the Massachusetts trust. — In many States 
corporations are forbidden to engage in certain activities. 
In a few States, for example, corporations may not deal in 
real estate, while m some they may not hold stock m other 
corporations. On the other hand, a trust may, hke an individ- 
ual or paitnership, engage m any form of business The 


w IlemphiU V Orloff, (1927) 238 Mich 508, 213 N W 807, Affd 48 Sup 
Ct 677 

“To the effect that a Slate cannot discuminate agamst liustees who are 
residents of other States, see State v Cadigan, (1001) 73 Vt 245, and State 
V. TJ S Expiess Co , (1900) 81 Minn 87 

“In some States ceitam kinds of business are lestncted to oorpoiationa, 
and statutes to this elect have generally been upheld as means for enabling 
the State better to ooutiol business affected by a pubho interest Bankmg and 
insurance are examples of such kinds of business These statutes piobably 
are as effective agamst busmese tiusts as against other forms of oiganization. 
SoeW M Eletchei, “Cyclopedia of the Law of Piivate Corporations,” Vol 16, 
§8271 
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only limitation is that prescribed by the deed of trust which 
the organizers themselves are tree to prepare. 

In those States where the Massachusetts tmst is not 
regarded as a corporation, trusts need not pay any orgamza- 
tion -fees upon formation. It is customary, howevei , to file 
the trust deed in a public office and to pay the filing fees, which 
are merely nominal. Moreover, in such States trusts arc 
not reqmred to file annual State reports, nor must they pay 
a franchise tax.®“ As previously mentioned. States have 
begun to tax Massachusetts trusts as corporations. In 
New York, since 1922, they must pay the same annual fran- 
chise tax as corporations 

The Massachusetts tiust is a voluntary association which 
does not, like a corporation, obtain a privilege or franchise 
from the State where it does busmess For this reason the 
legislatures find it difficult to regulate trusts to the same 
extent as corporations. 

Other advantages of the Massachusetts truSt are summed 
up on page 67 

Disadvantages of the trust. — The great difficulty of the 
trust hes in the fact that the relationships which it creates 
are govexnea oy the precedents of courts which are not uni- 
form throughout the . English-speaking jurisdictions. The 
Massachusetts trust is subject to different treatment in 
different jurisdictions. „In fact, in many jurisdictions ques- 
tions may arise that are entirely novel; what disposition the 
courts would make in an actual case brought before them is 
in doubt. Uncertainty of this kind 

" puzzles the will' 

And makes us rather bear those ills we have 
Than fly to others that we know not of," 

such uncertainty is so inimical to honest administration that 
many lawyers advise strongly in favor of the corporation. 
Taxes are less burdensome than confusion. 

The tendency of the courts not to permit trusts to exercise 
corporate rights without having complied with the corpora- 
tion laws, and the possibihty of the trust bemg regarded as a 
corporation that has not complied with the corporation laws, 
may subject the trust to penalties usually imposed upon 


»> For a discussion of the Massachusetts trust under the Federal Tax Laws, 
see pages 174 et seq. 
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corporations that do business in a State without a license. 
These penalties include fines, loss of the right to sue or defend 
in the State courts, invalidity of contracts, civil personal 
liability, and criminal liability of agents. 

Form of Massachusetts trust agreement. — In order to 
make clear exactly what a Massachusetts trust agreem'ent is, 
the following form is given. This deed of trust was very 
carefully drawn by eminent counsel and is generally regarded 
as a model 

BOSTON PERSONAL PROPERTY TRUSTS 

This Declaeation of Thu&t, made this tenth day of January, 
in the year eighteen hundred and ninety-three, by John Quincy Adams, of 
Quincy, Moses Wilhams, of Biooklino, William Minot, Ji , and Abbott 
Lawrence Lowell, both of Boston, and Robeit Sedgwick Minot, of Man- 
chester, all in the Commonwealth of Moesachusetts (heremafter called the 
Trustees) witnesseth* 

Designation 

First. That this trust shall be designated the “Boston Personal 
Property Trust 

1. TRUSTEES’ DUTIES, POWERS AND LIABILITIES 
Declaeation, not a Pahtneeship, Cebtuis not Liable 

Second. That the said Trustees shall hold all the funds and property 
(heremafter called the tiust fund), now or hereafter held or paid to, or 
transferred or conveyed to them or their successors as Trustees hereunder 
m trust for the purposes, with the powers and subject to the limitations 
heremafter declared, for the benefit of the cestms qiie trusient, and it is 
hereby expressly declared that a trust, and not a partnership, is hereby 
created, that neither the trustees nor the cesluis que trustent shall ever be 
personally hable hereundci as partjjieis or otherwise, but that for aU debts 
the trustees shall be hable as such to the extent of the trust fund only. 
In all contracts or instruments creating liabihty, it shall be expressly 
stipulated that the cestws que irusiml shall not be liable 

Payments 

Thitd In case any person proposes to pay by flistalments, or at a, 
future date, sums of money for interests in the tiust fund, tlio Trustees 
shall have full power and discretion to call such payments upon such terms 

This agreement is reprinted fiom S E Wrightington, "Unincorporated 
Associations." It was constiued in the leading Massachusetts case, Williams 
V. Milton, (1013) 215 Mass 1, 102 N.E 365 The trust agreement diaivn by 
Felix Eackemaim, involved m Crookei v Malley, (1919) 249 U, S 228, is 
generally considered to be a model. 

** Where the busmeas is oanied on under a designation, such as the above, 
the trustees would be required to file the name in a public office, to comply 
with local statutes reqmrmg the filing of trade name certificatosi 
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and conditions as they see fit, and to receive the same either wholly or 
partly in cash, or in any property in which they are authorized to mvest 
said fund. 

PowBH OF Investment, Pebsonal Pkopbhtt, Ground Rents 

Fourth (a) The Trustees shall have as full power and discretion, as if 
absolute owners, to invest and leinvest the trust fund (including any 
surplus and also income) m peisonal property, including bonds and notes 
01 obligations secured upon leal estate, and the decision of the Trustees 
as to what is peisonal piopeity shall be final They shall have the Idee 
power of investment in the purchase and improvement ol leal estate m 
the cities oi the United States of America, toi the purpose of leasing the 
same upon long terms, or giound lents so-called, and all real estate so 
pui chased shall be conveyed to them m joint tenancy as Trustees heieundei 

Power of Sale 

(6) The Trustees shall have full power and discretion to sell, transfer, 
and convey from time to time, at pubho oi private sale, any part or all of 
said trust fund, upon such terms and conditions as they see fit, and to invest 
the proceeds m the same manner, and upon the same trusts as the original 
fund. 

Powers as to Real Estate 

(c) The Trustees shall have absolute control over and power to dispose 
of all real estate held by them at any time under this Trust, as if they were 
the absolute owners thereof, incluchng the power to sod and convey, as 
above set forth, to impiovo, to lease or hire for improvement or otherwise, 
for a term beyond the possible termination of this trust, or for any less 
term, either with or without option of purchase, to let, to exchange, to 
release, and to partition 

Power to Borrow and Mortgage 

(d) The Trustees may borrow money, for such time and upon such 
terms as they see fit, on mortgage of any real estate held by them here- 
under, and may give mortgages therefor, either with or without power of 
sale, but never for more than sixty per cent of the value, in their judgment^ 
of the property so mortgaged. 

Power to Borrow and Pledge 

(e) The Trustee® shall also have power at any time to borrow money, 
and to pledge, as collateral socunty for such loan, any personal property 
belonging to the trust fund, pronded, however, that no loan shall be con- 
tracted for, so that the aggregate amount of such loans outstandmg shall 
at such time exceed, in the judgment of the Trustees, twenty-five per cent 
of the total amount of the personal property of the trust fund. 

Execution of Instruments 

(f) The execution of all contraote, of all conveyances and transfers, and 
of aU other instruments relating to the trust fund or any part thereof, by 
any three Trustees, shall ^always be sufficient The acting Trustee or 
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A.otuary oi Treasurci shall have full power to cancel and discharge moit- 
gages, by deed o: otheiwise, on the payment or satisfaction thereof 

PUHCHASEHS, ETC , NOT LiABLB 

(g) No purchaser, lender, corporation, association oi officer or transfer 
agent thereof, dcahng with the Trustees, shall be bound to make any 
inquiry conceinmg the validity of any sale, pledge, moitgage, loan, or 
pill chase purpoiling to he made by the Trustees, or be hable for tho 
application of money paid or loaned 

Records, Depositary 

Fifth The Tiustees shall constitute as then Depositaiy such trust 
company in the city of Boston as they shall lioni time to time select, and 
hereby declare that they have selected foi such Depositaiy tho State 
Street Safe Deposit & Trust Company Such Depositaiy shall have the 
custody of this declaiatioii of tiust, of any and all iiistiumeiits altering or 
adding to the same, or terminating the trust, oi contniumg the resignation 
of one or more Tiustees, or appointing one or moio Trustees to fill vacancies, 
or appomting a Trustee attorney for a co-Tmstce, oi otlicnviso affecting 
this declaration of tiust, or the duties, powers, oi liabilities of the Trustees 
Such Depositary shall bo bound to deliver on demand to any now Deposi- 
taiy selected by the Tiustees, all such documents and records, and also 
to record, at the request of the Trustees', any such document in any place 
of pubhc record selected by them, whereupon the duty of such Depositary 
as to such leoorded document, and its liabihty theiefoi heieunder, shall 
cease, and it shall dehvei to the Trustees all papeis relating to the same. 
Copies of all documents and records in the custody of such Depositary, 
duly certified, and certificates as to who aie the Trustees, or cestias que 
tiustent, 01 the like, duly signed by the Piesidont, Treasm’er, oi Actuary 
of such Depositary, shall be conclusive upon all questions as to title or 
affecting the lights of third poisons, and m general shall have all the effects 
of them ongmals. 

Management and Compensation 

Sixth. The Tiustees may from feme to tune lure suitable offices for the 
transaction of the business of the Trust, appoint, lemove, or leappomt such 
ofificeis or agents (including a Depositary, and also agents to piocure pro- 
posals for payments for interests herein) as they may think best, define 
their duties, and fix their compensation The conipciisatioii of the Trustees 
shall not at any time exceed five pei cent of the gross mcome of the Trust 
Fund, and one pei cent of the amount distiibuted or conveyed upon final 
distribution or conveyance 


Dividends, Surplus 

Seventh The Trustees shall declare dividends fiom the net mcome of 
the Trust Fund among the cealms que tiuatont quarterly, or oftencr, if 
eonvenient to the Trustees, and their decision as to amounts of dividends, 
and as to using therefor any portion of the suiplus fund, shall be final 
They may sot aside from time to time such portion of the net income as 
shall not be required for dividends for a surplus fund. 
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PowEB TO Decide Between Income and Capital 

Eighth. The Trustees may charge all brokers’ and agents' com* 
missions to Income oi Capital, as tliey see fit They shall have the right 
to treat os income such poition of the price of stock bought or sold between 
dividend dasm as fairly lepresents acciued dividends reckoned by way of 
interest, but never at a higher rate than siic per cent per annum, on the 
price paid or received In genera! then decision as to what constitutes 
Capital or Income, oi shall bo ciedited or debited to Capital or Income, 
shall be final. 


Annual Account 

Ninth The Trustees shall render an account annually or oftener, if 
convement to them, and shall, upon request, deliver or mail a copy to each 
cestui que trust 

Resignation, Vacanct, New Appointment, Tempobahy Absence, 
Power op Attorney 

Tenth Any Tiuslee may resign his trust by a written instrument 
signed and sealed by him, and acknowledged m the manner prescribed for 
the acknowledgment of deeds, and such instrument may bo lecorded in 
the Eegistiy of Deeds for the County of Suffolk, or deposited with such 
Depositary as the Trustees shall fiom time to time select 

Any vacancy occuning from any cause at any time in the number of 
said Trustees shall be filled by the remaming Trustees Until such 
vacancy is idled, or while any Tiustee is absent fiom the Commonwealth 
of Massachusetts, or physically oi mentally incapable, by reason of disease 
or otherwise, the other Trustees shall harve all the powers heieimder, and 
the certificate of the other Trustees of such vacancy, absence, or inca- 
pacity shall be conclusive ^ji case of such vacancy or of appointment of a 
new Trustee or Trustees, the Trust Fund shall immediately vest in the 
remaining Trustees or m the now Trustee or Trustees, jointly with the 
remaining Trustees, as the case may be And any Trustee may, by power 
of attorney, delegate his powers, foi a penod not exceeding six months at 
any one time, to any other Trustee or Trustees hereunder, provided that in 
no case shall less than three Trustees personally exercise the other powers 
hereunder (except in case of discharge of mortgages, as hereinbefore 
provided). 

The term “Trustees" used'in this agreement shall be deemed to mean 
those who are or m#y be Trustees for the time being. 

Trustees’ Liability, No Bond Requihed 

Eleventh. Each Trustee shall be responsible only for his own wilful 
and corrupt breach of trust, and not for any honest error of judgment, and 
not one for another. No Tiustee shall be required to give a bond. 

II. RIGHTS AND LIABILITIES OF CESTUIS QUE TRUSTENT, 

NOTICES 

Twelfth. Notices delivered personally, or mailed with prepayment of 
postage seven days beforehand to any cestui gm trust, or to his attorney 
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duly designated for the purpobc, at the residence stated by him or in the 
oeitificate, oi to the addiess given by lum or them from time to time to the 
Trustees, shall be binding 

Foefeituiibi or Payjients 

Thittecnth In case any catui que trust neglects to pay any insfalmcnt 
within the time specified m the call therefoi, the Tiustees may, if they see 
fit, declare any amount of Ins previous payment or payments to be forfeited 

Cebtipicates, Conveetible Sceip, Lost Cbetipicates 

Fourteenth The Trustees shall issue a ceitihcate, in such form as they 
shall deem best, to each peison who shall pay them the sum of one thousand 
dollars or multiple theieof, for an mteiest in the Tiust Fund But no 
certificate shall be issued for any less sum than one thousand dollars, at par 
value. The Trustees may also from time to time, if they see fit, issue soup 
of the par value of one hundied dollars oi multiples theieof, convertible into 
certificates in sums of one thousand dollars or multiples theieof, and 
beanng mterest, and on such other terms and conditions as they shall 
deem best. 

In case of the loss or destruction of a certificate or scrip, the Trustees 
may issue a dupheate theieof, on such terms as they deem proper. 

Teanspeb op Cebtipicates 

Fifteenth The interests represented by the certificates may be trans- 
ferred on the books of the Trustees by the peison named thorem, or his 
legal representative, upon the 8uri;BEder of the certificate, and a now certifi- 
cate shall be issued to the tiansforeo, who shall thereupon become a cestm 
que trust. But no such mterest shall be sold until the holdei thereof 
(mcluding assignees in msolvency or bankruptcy, or for benefit of creditors, 
and holders by process of law or otheiwise, except as hereinafter stated) 
shall have first in wilting offered it foi sale to the Trustees, who shall, as 
such Trustees, have the option for ten days aftei the receipt of such offer 
of buying the same at not more tljan the last preceding appraisal made 
by them, such appraisal to bo made annually or oftenei as they shall 
deem host Inteiests so purchased by the Trustees may bn held as part 
of the Trust Fund, or sold by them at their discretion. 

Devises by will, distribution of the assets of deceased persons according 
to law, and distribution of trust funds among those entitled thereto upon 
the termination of trusts, shall not be deemed sales for flio purposes hereof 

No Assessment oe Pessonae Liabilixt 

Snteenth No assessment shall ever be made upon the cestuis que 
truatent, nor shall they ever be personally hablo m any event, or have any 
rights hereunder except as hereni defined 

Books Open to Inspection 

SeBentemth, The books of the Trustees shall always be open to the 
inspection of the cestuis gue trustent 



76 FlISTANCIAL ORGANIZATION AND MANAGEMENT 

Increase of Capital, Rights 

Eighteenth. The Trustees may fiom time to time, at thoir discretion, 
invito and receive payments tor inteiests in the Tiust Fund in cash or in 
propel ty, as heroinbefoie provided, foi the purpose of mcicasing the capital 
of th§ Tiust Fund, giving preference, if they see fit, upon such teims and 
conditions as they shall deem best, to existing ceetuis que tiustent. All 
payments shall be subject to the terms of tins Declaration of Trust. 

Ill DURATION AND TERMINATION OF TRUST 

Nineteenth At and upon the expuation of twenty yeais aftei the 
death of the last suivivoi of the tollowing-named persons ** 

Walter Abbott, son of Jere Abbott of Boston, 

Gcoige C Adams, son of John Quincy Adams of Quincy, 

Oliver Ames, son of Frederick L Ames of Easton, 

F Reginald Bangs, son of Edward Bangs of Wareham; 

Boylston A Beal, son of James H. Beal of Boston; 

Roliert P Blake, son of S Parkman Blake of Boston; 

Cauaten Biowne, Jr., son of Causten Browne of Boston; 

Edmund D Codman, son of Robert Codman of Boston, 

David H Coohdgo, Jr , son of David H. Coolidge of Boston; 

Philip Dexter, son of Wilham S Dexter of Boston, 

John M. Howells, son of William D Howells of Boston; 

Laurence Minot, son of William Minot of Boston; 

William Minot, 3d, son of William Minot, Jr , ot Boston, 

James Otis Porter, son of Aloxandoi S Porter of Beveily; 

Abbott Lawence Rotch, son of Benjamm S Rotch, late of Milton, 
James J Storrow, Jr , son of James J Storrow of Boston; 

Samuel Wells, Ji., eon of Samuel Wells of Boston, 

George Putnam, son of William L. Putnam of Boston; 

Gladys Williams, daughter of Moses Williams of Brookline; 

Robert S. Minot, Jr , son of Robert S Minot of Manchester; 

or at such eailier time as hereinafter provided, the Trustees shall terminate 
this trust by dividing the Trust Fund', or the proceeds thereof, among the 
cestuis que trustent, being first duly mdemnified for any outstanding obliga- 
tion or Lability, and shall theieupon be forthwith discharged 

Awbration of Trust, Termination of Trust, Conveyance of Trust 
, Fund 

Tumheth The Trustees may, with the consent of the thiee-fourtbs in 
inteicst of the cestws que tru&lent, alter or add to this dcclaiation, or 
terminate this trust, and if it seems to them judicious so to do, they may, 
with hke consent, convey the Trust Fund to now or other Trustees, or to 
a corporation, being first duly indemnified for any outstandmg obhgation 
or Lability. The mstrument setting forth such alteration, addition, 
termination, or conveyance shall be signed by at least three of the Trustees 
and recorded in said Registry of Deeds, oi deposited with such Depositaiy 

** In New Yoik only two persons' hves can measure the duration of the 
trust. 
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as the Tiustees shall select Such instramenta shall be conclusive of the 
existence of all tacts and of compliance with all pierequisites necessary 
to the validity of such alteration, addition, termination, oi conveyance, 
whotliei stated in such iiistiument or not, upon all questions as to title 
01 affecting the lights of third persons 

« 

Provided, however, and it is especially declaied, that the Tlustees 
shall be undei no obligation to teimmate tins Trust or convey the Trust 
Pund, except as herembefoie piovided 


In Testimonium 

Twenty-Ji) st In Witness Whereof, the said Trustees have hereunto 
set then hands and seals the day and year above written in duplicate. 
Signed and sealed in presence of 


Signed Charles H Shhu'er 

Signed 


John Quincy Adams 
M obES Williams 
William Minot, Junior 
A Lawrence Lowell 
Robert S. Minot 


(Seal) 

(Seal) 

(Seal) 

(Seal) 

(Seal) 


Commonwealth op Massachusetts 
SUPFOLK 


BS 


Boston, January 14, 1895. 


Then personally appeared the above named John Quincy Adams, 
Moses Williams, William Minot, Junior, A Lawrence Lowell, Robert S. 
Mmot, and acknowledged the fohegomg instrument to be their fiee act 
and deed. 

Before me. 

Signed Chahles H Shrivbb, 

Notary Public. 


. A true copy of the original on file with this Company 

State Street Trust Co , 

A L Carr, Treasurer 
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CORPORATIONS— ORGANIZATION 

The corporation. — The corporation is a device that for 
most purposes is regarded as a separate artificial peison. The 
people who hecome members of a corporation are therefore 
hardly to be called the corporation — they own it. On the 
other hand, it owns the corporate property. 

More technically described, a coiporation is an organiza- 
tion set up with the consent of the State. The State author- 
izes its existence and as long as it complies with the provisions 
of the law it continues to exist as a recognized person with the 
right to own property; it may bring actions to protect its 
rights and may do such ordinary things as are necessary in 
the conduct of its business. 

A modern writer on corporations defines the corporation 
as follows • 

A private corporation is a voluntary union of persons, joined together 
by written articles of association or incorpoiation under legislative author- 
ity, or by special statute on proper application to the legislature, to accom- 
plisii some pecuniary oi ideal purpose authorized by the governing body 
of a State Its leading fcatiues are that it has a continuous succession 
during the period dcsciibed foi its existence, and an individual name by 
which it may enter into contracts and sue and be sued, acting as a unit in 
respect to all matters witlun the scope of the pm poses for which it is 
created, and a distinct existence or legal entity separate and distmot fiom 
the natural persons composing it The essential idea of a corporation is 
that it has “the capacity to exist and act within the powers granted, as a 
legal entity, apart from the individual or individuals who constitute its 
members 

The time-hopored dcfimtion of a corporation is that of 
Lord Coke, written in 1683: 

A coiporation aggregate of many is invisible, immortal, and rests only 
in intendment and consideration of the law. They cannot commit treason, 
nor be outlawed, nor excommunicated, for they have no souls, neither can 
they appear in person, but by attorney. A corporation aggregate of many 
can’t do fealty, for an mvisible body can neither be in person nor swear, 
it IS not subject to imbecilities or death of the natural body and divers 
other cases. 

m 

1 “Thompson on Corpoiations,” Second Edition, See. 2. 

78 
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Another definition is that of Chief Justice Marshall’ 

A corporation is an artificial being, invisible, intangible, and existing 
only in contemplation of law Being the meie oreatuie of law, it possesses 
only those properties which the charter of its creation confers upon it, 
either expressly or as incidental to its very existence These are^such as 
arc supposed best calculated to effect the object for which it was created 
Among the most iinpoitant are immortahty, and if the expression may be 
allowed, individuality, pioperties by which a perpetual succession of many 
peisons are considered as the same, and may act as a single individual 
They enable a ooipoiatioii to manage its own affairs, and to hold pioporty 
without the perplexing intiicaoics, the hazaidoiis and endless necessity of 
perpetual conveyances foi the purpose of tiansinitting it from hand to 
hand. It is chiefly lor the purpose of clothmg bodies of men in succe.s&ion 
with these qualities and capacities that corporations woie invented, and 
aie in use By these means, a perpetual succession of individuals are 
capable of actmg for the pi emotion of the paitioular object, like one 
immortal thing (Dartmouth College Case, 4 Wheaton 630 ) 

Classification of corporations. — Corporations are variously 
classified for various purposes. The more important classi- 
fications we shall explain briefly.* 

On the basis of the relationship to the State, corporations 
are classified as public, public service, moneyed, and private. 

Public corporations include all subdivisions of the State, 
such as cities, villages, tax districts, and the hke. A study 
of their financial operations is entirely without the purview 
of this book. 

The public service corporations, ’sometimes called quasi- 
public corporations, or more simply public utilities, include 
the railroads, gas, electric, street railway, mterurban electric 
railway, telephone and telegraph, hydro-electric, central 
heatmg, water, and in some c^es irrigation and other corpora- 
tions. The common feature is a special franchise to use public 
property for private use, though in some few cases all the 
property is owned directly by the company. They are now 
generally under the control of public service commissions, 
which regulate not only the ordinary operations of the com- 
pany, but prescribe uniform systems of accounting and pass 
upon proposed security issues Pubhc utility holding com- 
panies and their subsi^aries ai’e placed undei the control of 
the Securities and Exchange Commission by the Public 
Utility Holdmg Company Act of 1935. 


’ For the classification imder the New York law, see C W. Geretenberg, 
“Matenals of Corporation Fmance,” pagee 24-5' 
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Moneyed corporations are the banks and insurance corpora- 
tions which are usually organized under special banking and 
insurance laws and are subject to close supervision by bank- 
ing and insurance dopaitmeiits. In this class would also 
come* investment companies in those States m which such 
companies are subject to special control. 

Private corporations arc the ordinary business corporations 
that are engaged in common manufacturing and mercantile 
pursuits. They are the simplest to organize and to manage 
and aie usually fieer from governmental control than are the 
other corporations 

From an investment viewpomt it is necessary to classify 
corpoiations from the standpoint of the nature of thoir busi- 
ness, in order that companies with like characteristics entailing 
similar risks and similar operating problems may be readily 
compared. Investment houses usually divide business cor- 
porations as follows, industrials, pubhc utilities, money 
corporations, extractive businesses such as minmg and oil 
companies, railroads, and shipping corporations. Foreign* 
corporations, that is, corporations whose prmcipal busi- 
ness is in foreign lands, are usually kept by themselves 
The securities of public corporations are usually called 
"municipals.” 

A very simple classification is that into stock and non- 
stock corporations. Most corporations engaged in business 
for profit are stock corporations; that is, their ownership is 
called stock, which is divided into negotiable units called 
shares. Non-stock corporations include, besides the pubhc 
corporations, such membership corporations as incorporated 
clubs, fraternities, museums, and churches. Usually special 
laws are passed to regulate the management of these various 
non-stock corporations. 

A classification on the basis of the place of incorporation 
is important smee it affects the relationship of the corporation 
to governmental control. Companies are designated “domes- 
tic” in the State in which incorporated, “foreign” in other 
States of the Umted States; and those that were organized m 


* Technically, these corporations aie “alion’’; they would be so classified in 
legal hteratuie (See explanation of “ahen" on page 81 ) In investment 
literature, however, corporations designated as foreign are those whose business 
18 chiefly outside the country and whose ooiporate existence is owed to a 
foreitn sovereign. 
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other lands are designated as "alien.” Except in times of 
war, and except in connection with Federal taxes, foreign and 
alien corporations arc treated alike in this country. 

A corporation is not a citizen under that provision of the 
United States Constitution which says that the “Citizejis of 
each State shall be entitled to all Privileges and Immunities 
of Citizens in the several States.”^ Hence one State may 
prevent the corporations of another State from doing business 
within the vState, it cannot, however, keep the corporations 
out of the State, for if the corporations merely do business 
fiom an outside State into the State ui question, their business 
IS inteistate business, which is entirely within the control of 
the Federal government. Thus company A may do business 
from State X to Stale Y without y’.s consent, but it cannot do 
business from one point ui F to another point in the same 
State without F’s consent. Ordmaiily, corporations of other 
States are permitted to do business within the State upon 
payment of proper taxes and the filing of certain documents 
necessary for identification. Moreover, they are usually 
required to designate some peison as agent to leceive service 
of legal papers and are frequently placed under certain 
disadvantages, such as being made subject to attachment 
of their property before, judgment is obtained against 
them. 

How corporations are organized. — ^At one time corpora- 
tions were organized by the enactment of a bill in the legis- 
lature which read m effect, "Be it enacted by the people of 

the State of , by legislature in Senate and Assembly 

represented, that (here followed the names of the interested 
persons) be and they hereby are constituted a body corporate 
under the name of (here the corporation name) for the pur- 
pose of (and here followed the objects of the corporation).”® 
Then were added other provisions regulating the company and 
giving it certain powers, such as the power 'to pass by-laws, 
issue stock, and so on. When the bill was passed by both 
houses and signed by the governor, the incorporators met and 
“accepted” the charter contained in the act of the legislature, 


*A corpoiation is a ‘'citizen," howevei, for puiposes of bnngmg a suit 
or being sued in a Fedeial court under the pioyisions of Article III of the 
Constitution 

® Foi an example, see the chaiter of the General Electric Company in C. W* 
Geistenberg, " Materials, of Corporation Finance,’’ page 26 
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accepted subscriptions, and issued stock, and the corporation 
was complete. This was called incorporation by special act 
of the legislature. The method is only rarely used nowadays. 
_ A new method of incorporating has therefore been devised.® 
The State passes a general law providing that any group of 

‘ See C, W Qeistenbeig, “ Materials of Coi'poratioa Finance,” page ix of the 
Introduction and pages 31-42 
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INCORPORATORS, STOCKHOLDERS AND DIRECTORS 
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we shall outhne'only very briefly the organization and man- 
agement of a corporation. 

State of incorporation.— Since, as we have indicated in the 
previous section, the law governing corporations in America 
is largely statutory, and since the statutes vary from State 
to State, the projectors of the corporation should be very care- 
ful in incorporating the company to select a State where the 
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POWERS OF CORPORATION 
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laws ai-e not unfavorable.*® Only one basic rule can be given 


«“ The oorpoiation laws of one State niav giant the ooipoiation and its 
board of duectors poweis that are not gianted by the laws of otlici Stales 
Delawaie, for example, is the most popular mcoiporalmg State because it is 
most hboial fiom the standpoint ol the ooipoiation managers Tlie broad 
powers permissible in certain States have led to abuses resulting m unfauness 
to investors and m ooonomio distuibanccs which many believe will be ade- 
quately remedied only by Fedeial control of ooiporations through Fedeial 
moorporation and hcensmg Thus fai the support necessaiy to elfeot such 
legmlation has been lacking. 
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other things beilig equal, a corporation should incorporate in 
the State where it is to carry on its principal business 

In order to give some idea of the variability of the statutes 
and to help readers decide on the most essential points, a table 
is reproduced on pages 82-89, covering these points as they are 
affected by the statutes of the States in which at the present 
time mosi corporations are organized. The first four columns 
























CORPORATIONS— ORGANIZATION 


87 


STOCK 


IS. cotfucfcrunr or itfHicck | 

10 pAstcBcrTorctfirAb 

a vj mrviTTO ss bdbmmmo 

b MiKUtVUiOllBPtIPn 

•» «]»; 

b BOW 

N« rcqwrootnti 

$1,000 

Ai pmutcd for in the con 
tract of tubicnpUDn, or in 
ebunea of on^ pcfuiiion. 
iu eollcd foi oroMMied h? 
ih« dtrcetere 

Mon^ paid, labor don^ or 
pcrceiial property, or real 
cctatf or leocec thereof 
octuaHy acquired • 

$000 1 at Uoit 8 sharei 

$000 

At lueh timM u the duLC 
ton naj require 

Tor noiuy. labor den^ cir 
money or property 
tuoUy rMCired 

Ho pretiaiaa 

No prorkiAn 

A« piovided for in tbn eoB> 
tract of •ubienption. or » 
abuBLC of tnf provuion. 
AiCBlleti fororAMcued bj 
the direntora 

In rath, labor, itnieoi. or 
pcriooai property, or tod 
utatr, or leaiet thcrool 

No reqotfWHata 

Nonquinmeati 

A* pretufed for in the ron 
Itael of flubienptiDD. or in 
fibicnce of enj proviiioa, 
u called for or aiujeeil Igr 
Ac directon 

Tor any coneidentiDo othor 
than periona) lerrieec to 

bo Kiidarod in the futiira 

la aaltit to tba Pir t.lut at MM 

$1,000 

$1,000 1 

j 

1 

Ac prortdid for in the con 
tract of cubtcnption. or in 
cbienee of enj proruioii. 
at c&ifed for or aciuctd b;r 
the director! 

Gonerdly only for aonoy or 
property 

No n^ttiRimiiti 

Ke rcqainmtiits 

Ac provided for lo tha eon 
Iraei of iDtiisnptiBB, or m 
ob coca of naf provjciao. , 
M cnllcd for or ocinied hg 
Ao directon i 

la properly, or labor 

done 

HiOOO 

Siam 

Ac provided for in tin con 
tmt of cuiueriptinii. or 
u abicBcc of any pron 
hODt on mIIcJ for or ai 
lec!^ bj the directon 

£o Bootf. labor, property 
(tOBgiDio or bitoBgiblc* 
■sec^ proniiieoty notee) 
or Kmew aetuoUy piT' 
famed 

NopmliloQ 

No rcqaiteswati 

. At fer or uiuieA bjr Ifac 

dlNctcrc nmwt to prort 
ifcn of of ten or to 

Ibinef hr ocUu pcortM kf 
■Utute 

Fer ceeb. for property. Un 
nbie and loUogibie. ntid 
for ecmecc or npeaaee 


of the table show the burden of taxation in the principal 
incorporating States. 

Taxation, it should be remembered, includes all these 
taxes: the original organization tax; the annual franchise tax; 
the stock transfer tax, which now exists in Floiida, Indiana, 


1 See the Pientioe-Hall State and Local Tax Service for current information 
on State taxes 
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New York, Massachusetts, Pennsylvania, and South Carolina; 
the ordinary pro'perty taxes; and occupation taxes. Inhoiit- 
ance taxes appear to have lost their importance as a factor 
in the selection of a State of incorporation. This is due to 
the fact that early in 1932 the Supreme Court of the Umted 
States decided in Fh'st National Bank of Boston, Executor 
of Estate of Edward H. Haskell v. State of Maine, 52 S Ct. 
174, 284 U. S. 312, that shai’es of stock are taxable upon 
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EXECUmiON OF CERTIFICATE 


20 

nt&itaa omeu 

21 

AGlMOWbSOflHBMTI 

22 

wnawnou ptum 

At bjr lavi jproTida 

Before a Notary Pulihe Nolarml 
jcol obould k. aJU id Knotaiilacd 
authcntiCflUon of iigaaturo rc 
quufcil 

Secretary of Stale nlso recorded 

With Cotintv Recorder of Uia 
county wbero pnneipal oSce » 
lorated « 

•i 

Am by law* provid«> 

Before any ofileor within or willwut 
til* etatc, autfaonttii to take oo 
kflowlcd^nmli If taken without 
tilt State, nuUiuiticAtiBn of tig 
aatore retired 

1 

lacorporatera ddsver articles of in- 
eorpomtiOR aid proof of adier 
Uirmrnt to d» arliaint uf (lait If or 
t lefoanfarafahA' flcpertn ttafitala 
appnvH Aod Aid theta upon pifioent of 

In Ifo prariijM M to ra> 

tetding 

At diftrtcr or Igr lowi prond* 

Before any ponon competent to take 
aeknoolcdfpncBti of deeds 

Scentary of fatate alee clerk of the 
eount> where pniibipal offlro u 
loeatctl 

1 

If pnmdid /or in diArttr, fay hm 
or by rc elutioo of Board ol 
SiNcton 

fiefor* a Koiaty PuUm or oibtr 
ofllc«r tuUionzed to taVo aekuowl 
cdgmenti of doedi 

1 State Tai ConmiaMon, whi h will 
tma mit a cirtihrd enpr to the 
ritrbaftb teprrlitrCo rlu' Ba^'iiarr 

Cll) or of III, LirruH f*oitTt of Uw ■ ounti 
wbera tiia prlo^lpai rffea )* J<v«lrd 

Ko ratnotfoa 

TVithm Ni« Jenay Ixforo any officer 
eoJRpe>e*'l to like aeknoirlcdg* 
iMOli of dndi OuHIdf «f Mev Jerwr, 
befar^ a rorrlfn Cnm't lener a! DfMt 
far Htv tarM)i or « Notiry ^blle with 
Caaaly CWrl> ■ ulbnllruiao 

County Clerk of county where prin 
cipal oiBea ii located alio Si.ere 
tary of blata 

At by U«t prond* 

Boforo a Notary FuUio or oiffeer I 
authenred to tidu Bcl uowicdg 
mnU of dccdi If btfsri a Solar) 
lie ouUidr \erb almature muil be 

aelkcatlcaud b) eC hi na« vlma ceai 
toliilM v«i reeclxfd 

Seeretaiy of State who WiM make, 
certify and tran mit copy to 
county clerk of county wlare prm 
opa' ulBce a located for 6Uag 

Ko rutrletloD 

Bofor* a Notary PuVte or olhor 
officer authori iJ to talc* aiknovl 
edgmenti gf d«^ NoUiial ecal 
ahould be offned 

Sccntrrf of State and mtli Recorder 
of Demi of county whcib repu 
tiriil rlQro ii loboted 

Ko lUtutory provuioo 

Director* make, ngn and make oath 
to orlfelce ^ 

MlOm of prpaltaUn Hr icrmrnt of 
awiHaUin, aa 1 Ir rr w 1 rt i*ir r, t 
•scftirf Bf li» In Irani n Ir liKni n* 
IiIOmi an •iknillaA In II i. UrnliiiMf 
rl CoTpnnIl ri a-;l rtiillH for aiytuiil 
arumid tlir arlld« an aira ▼iih 
tta Srcnlari el llatr 


transfer at the death of the owner only by the State in which 
the owner was a resident at the tune of his 'death. In 1939, 
the Supreme Court quahfied the Haskell decision in Curry v. 

McCanless, 69 S.Ct 900, U S. , by holding that 

intangibles may be taxed by more than one State — that is, 
by the State of residence of the decedent and the State where 
the intangibles have acquired a “tax situs,” It is uncertain 
how far this new rule may eventually be carried. 
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Example of incorporation in New York. — Suppose Joseph 
Hall, James McKeon, and Andrew J. Cook wish to form a 
company in New York with a capital stock of $100,000, for 
the purpose of manufacturing and dealing in certain automo- 
bile accessories. 

r 

First they would draw up a certificate of mcorporation 
under the so-called Stock Corporation Law® of the State of 
New York. In its simplest form, this ceitificate would read 
as follows.®® 

CERTIFICATE OF INCORPORATION 
OF THE 

HAMILTON AUTOMOBILE CO , INC 
(Pursuant to Article Two of the Stock Corporation Law) 

We, the undersigned, foi the purpose of forming a coiporation pursuant 
to Article two of the Stock Corporation Law of the State of New York, 
certify. 

First The name of the pioposed corporation shall be Hamilton Auto- 
mobile Co , Inc 

Second The pui poses for which it is to bo formed aie to make and deal 
in automobiles, automobile acccssoiies and supplies, and supplies foi what- 
evei purpose used (Note usually this clause is expressed at greater length 
and the corporation is given a wider lange of "express” powers )» 

Third' The amount of the capital stock of the corporation shall be 
8100,000 

Fouilh: The capital stock shall consist of 1,000 shares of a par value of 
8100 each, all of which are to be of the same class 

Fifth The principal office of the corporation shall be located in the 
borough of Manhattan, City, County, and State of New York 

Sixth The duration of the coiporation shall be perpetual. 

Seventh The number of directors shall be not less than three nor more 
than seven 


* On October 1, 1923, a new coiporation statute went into efiect in New 
York Piioi to that date corpoiations wore organized under the Business 
Corporation Law, which now is practically abohshed, its important provi- 
sions havmg been meorporated into the Stock Coiporation Law. 

““ See footnote 12 on page 92 

•See, for example, the puiposes of the Umted States Steel Corporation, 
'C W, Gerstenberg, "Materials of Corporation Finance,” pages S9-61 

“ If the stock IS to be dnnded mto vauous classes, this paragraph will contain 
the descnptions of the classes For examples see 0. W. Gerstenberg, " Materials 
of Corporation Fmance,” page 61, United States Steel Corporation; page 67, 
Atchison, Topeka and Santa Fd Ry., page 101, California Petroleum Corp ; 
page 105, Chicago, Milwaukee and St. Paid; page 107, May Department Stores 
For ceitificate of mcoiporation of company with shares of stock without par 
value, see iM,, pages 43-46 



CORPORATIONS— ORGANIZATION 


91 


Eighth The names and po&t-offioe addresses of the diioctors until the 
first annual meeting of the stockholders aie 


Name 
Joseph Hall 
James McKcon 
Andrew J Cook 


Post-office add) ess 

98 South Elm Ave , Brooklyn, New York City 
108 North Oak Ave , Bronze, New York .City 
118 West Poplai Rd , Queens, New Yoik City 


Ni)ith The names and post-office addresses of the suhsoiibeis to the 
certificate, and a statement oi the numbci of shares of stock which each 
agrees to take m the corporation, are as follows 


Subsa iber 
Joseph Hall 
James MoKeon 
Andrew J Cook 


Post-officc add) css Shares 

98 South Elm Ave , Biooklyn, New York City 50 
108 North Oak Ave , Bionx, New York City 2 
118 West Poplai Road, Queens, New York City 2 


Tenth AU the Buhaoribeis to this certificate aic ot full age, at least 
two-thirds of them aie citizens of the Umled States, at least one of them is 
a resident of the State of New York, and at least one of the persons named 
as a director is a citizen of the United States and a resident of the State of 
New York 

In witness whereof we have made, signed, and acknowledged this 
certificate on the 9th day of November, 1931, in triplicate 


(Signed) Joseph Haul 

James McKeon 
Andkew j Cook 


This certificate is then acknowledged before a notary and 
the original is sent to the Secretary of State at Albany, N. Y., 
with the required fees of his office, amounting to $40, and a 
check to cover the orgamzation tax, which in New York is 
fifty cents per $1000 of authorized capitahzation. In this 
case the tax would be $60. If the Secretary of State finds no 
flaw in the certificate, such, for example, as a clause enabling 
the company to do things which an ordinary business cor- 
poration is not supposed to do — ^railroading, banking, insur- 
ance, etc.— and if the fees are properly paid, he will file the 
certificate and notify the person who sent ft. Ho will also 
make, certify, and transmit a copy to the clerk of the county 
where the corporation is to have its principal office. The 
corporation is really in existence immediately upon the filing 
of the certificate of mcorporation in the Department of State, 
though its existence must be begun by holding an incorpora- 
tors' and a directors' meeting. At these meetings various 


If th.e corporation wishes to have a certified copy of the certificate of 
incorporation for its own files, it will forward a copy along with the origl- 
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details are ai ranged, such as the acquiring of property and the 
authorization of the issuance of stock, the adoption of by-laws, 
and the adoption of a certificate of stock and of a corporate 
seal. These things are done at the incorporators’ meeting 
At thg directors’ meeting the ofiiceis are elected and arrange- 
ments are made for opening the bank account.^* 

By-laws. — The certificate of incoiporation of a company, 
together with the corporation laws governing its existence, are 
the corporation’s charter. Smce these documents are acces- 
sible to the public, eveiybody who deals with the corporation 
IS assumed to have notice of their contents and will be bound 
by them. Smce the certificate is not as easily amended as the 
by-laws, the foimer often contains matters govermng the 
internal arrangements of the corporation which it is desired 
shall be quite stable. Such provisions mclude methods of 
voting, methods of making contracts, and like subjects.^® 

But ordinary matters of mtcrnal management are placed 
in the by-laws, which contam the rules bindmg on directors 
and stockholders. "We camiot afford the space to give a set 
of by-laws in full, but a leasonable undei standing of the way 
in which corpoiations conduct their internal management will 
not be had unless we give a digest of a short form of by-laws.*^ 
The by-laws frequently repeat provisions contained in the 
certificate of incorporation, though this repetition is unneces- 
sary. If a conflict should appear between the two docu- 
ments, the certificate would govern. Of course mistakes may 
be corrected if the corrections do not prejudice the mterests 
of innocent stocldiolders. 

One of the subjects often duplicated is the rights of stock- 
holders, especially with regard to dividends. Indeed, these 
provisions of the contract betweien the corporation and the 
stockholder are usually repeated even m a third place, the 
certificates of stock which the stockholders have as evidence 

nal to the Seoiotaiy of State, and will lequest that the copy be ceitified and 
returned This certified copy may then, be legaidod iih the ofiicidl cortilicalo 
m poseeBsion of the company 

“ The ceitificato ol incorporation given above was diawn to fit mto a set of 
minutes of inooiporntors’ and dueotois' meetmgs that wdl be found m C W 
Geistenbeig, “Matciials of Corpoi.ttion Finance,” page 80 et seq 

>’ See, for example, the oeitificate of incoiporation of the United States 
Steel Corporation, 0 W. Geistenbeig, “Matciials of Corpoiation Finance,” 
page 62 el seg 

‘‘See the by-laws of the United States Stool Corporation, C W. Ger- 
stenbeig, "Materials of Corporation Finance,” pages 66-79. 
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of their ownership. Those provisions we shall take up later 
The by-laws also usually contain lulcs governing the issue 
and transfei of stock, oi empower the dmectors to make such 
lules The by-laws set the time and place of the annual 
meeting, piovide for methods of calling special meetings, and 
stipulate the number necossai’y to be present to constitute a 
quorum. The same piovisions aie made for the diiectors’ 
meetings. If there aic any standing committees, the,se are 
provided for The one committee of this kind usually found 
m large corporations is the executive commiltee, .sometimes, 
as m the case of the United States Steel Corporation, called 
the finance committee. Its duty is usually to act in the 
mterims between diiectors’ meetings, making decisions on 
such pioblcms as may need prompt action 
I The whole subject of dividend, s and finance is covered m 
the by-laws. In small companies the most impoitant provi- 
sions are those that permit tlie duectors to choose a bank for 
the deposit of funds, and empower the proper officers, usually 
the president and the treasurer, to sign checks, diafts, and 
contracts. In a few States, as in New Mexico, for example, 
the statute.s provide that all piofits must be divided annually 
unless the certificate of incorporation, the by-laws, or a 
resolution of the stockholders gives power to the directors to 
reserve necessary amounts for working capital Where such 
statutes exist, the by-laws will make the necessary provisions. 
The effect of a provision giving the ducctois the light to 
reserve profits for working capital is to place in the hands of 
the directors the right to determine the amount of dividends 
that fiom time to time shall be distributed 

Directors. — As shown in the certificate of incorporation 
on page 90, the charter usually indicates the number ol 
directors. The number may not be less than the minimum 
required by law and may be changed at any time within the 
statutory hmits. The coiporate poweis are exercised, the 
corporate business conducted, and the corporate piopcrty 
controlled by the board of directois. A discussion of the 
position of the board of directois in relation to management 
of the corporation is reserved for the next chapter, 

Foi a sol of rules governing the transfer of stock, see Picntics-Hall Stock 
Transfer Service 

The shortcomings of ducctorates as at present constituted m Amcncan 
coiporate praotaoe are numerous The most seiious arc (IJ Many du ectois are 
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Officers. — The by-laws name Lhe official positions in the 
company and give the poweis of the incumbents. These we 
may list briefly: 

The chapman of the board is usually a man of advanced 
years, who has passed the age when he can carry details and 



Relative Lines of Activity of Chairman and President of Corporation 
Lai ge oirclo i epresents the corporation Fi psident supei vises 
mteinal management; Chairman, policies mvolvmg outside 
relations 

manage day-to-day operations. He is the Nestor of the com- 
pany. His advice is needed in questions of pohey and in 
matters of great importance. His position corresponds to 
that of senior paitner of a firm. 

inactive because they me mombois of too many boards One piomment finan- 
cier was known to have had over 50 dueotoiships simultaneously (2) Directors 
are fioquently “yes” men to superior officcis who aie also diicctors (3) 
“Outside” diiectois, who spend httlo timo with the company, take the “msidc” 
or management duectois’ word for every thmg that comes up (4) Many 
boards are dominated by one dueotoi who lopiesents a powcitul financial 
mtercst (5) The fee for attendmg duectois’ meetings, which is all the com- 
pensation usually paid to duectois who* are not ofiiccrs, is out of proportion 
with the lesponsibility placed by law upon duectois The mteiests of stook- 
holdors cannot be adequately served by a boaid of duectois some of whose 
membeis have, for any of the reasons noted, abdicated their icsponsibility 
Recommendations to impiove the situation weie made by William O Douglas, 
foimer Chairman of the Secuiities and Exchange Commission, in an addiess 
deliveied m 1939 He suggested the followmg* (1) Corporations should place 
upon then boards workmg directors whose compensation is adequate and whose 
lesponsibihties aie commensuiate with their trust (2) Boards of directors 
should be smaller. (3) Professionally tiained directors, who wiU give theii full 
time to ducctmg the affairs of the corporation should be added to corporate 
directorates 

The imposition of heavy penalties under the Securities Act of 1933 agomst 
directors who paiticipate in any offering of secuiities, for certom misstatements 
of fact and omissions (see page 358) has tended to improve the directorate 
situation A number of oorpoiations have reduced the membership of their 
boaids, many directors have resigned from boards on which they weie mactive; 
and an increasmg number of boards are made up exclusively of staff executives. 
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The president is the managing director — a position, by the 
way, that is lecognized under that title in French companies 
{admmistrateur d4l6gu4). The diagram, on page 94 illustiatos 
the relative positions of the chairman and of the president. 

These relative positions ai’e fuither illustiated in the 
United States Steel Corporation, where Edward R. Stettmius, 
Jr is chairman and Benjamin F Faiiiess is president. Mr 
Stettmius, a comparatively young man, has had varied experi- 
ence m industrial and public relations. Mr. Fairless began 
his career as a civil engineer for a steel company and under- 
stands thoioughly all the opeiations of a steel plant. 

The vice-pi esident in a small corporation holds the time- 
honored position of one standing ready to take the place of 
the picsident. In large coiporations the vice-president is 
usually a department head, there may therefore be as many 
vicc-piesidents as there are departments.^^ 

The treasurer has charge of the funds. In small corpora- 
tions he has charge of all the ordinary financial operations, 
though frequently, because he has the power to sign checks, 
his position is comparable to that of a partner. The treasurer 
usually IS m charge of the department of credits and collec- 
tions. His assistant will then be called credit manager, or 
assistant treasurer in charge of credits. In large corpoiations 
the treasurer has charge of the distinct funds, such as the 
sinking funds pertaining to the bond issues.^® 

The comptroller, an officer known only in large corpora- 
tions, is the one who does the financial planning Frequently, 
he IS more important than the treasurer, for the latter, while 
he has great responsibihties in taking care of funds, merely 
follows such directions as are contained in the important agi ce- 
ments made by the coiporation, such as agreements in a mort- 
gage setting up a sinking fund, whereas the compti oiler 

” Somo coiporations have many vjce-presidcnts, th'B theoiy heing that 
nominal responsibihty will induce acpeplanco of ical ipsponsibility An mtor- 
obtmg story is told to illustiate the point Two men, stiangers to each othci, 
mot at a golf club and challenged each otlier to a match As they strolled 
along, they got mto a discussion of certam financial matters and one disputed 
the aoouiacy of a statement made by the other, adding, "I ought to know, 
I’m vico-president of the Blank Tiust Company " “That doesn’t piovo any- 
thmg,’’ said the othei "I’m a vice-president m the Blank Trust Company 
myself ’’ 

“ While the actual funds are oontiolled by the trustee named in the mortgage 
seeming the bonds, it is usually the tieasurei’s responsibility to boe that pay- 
ments are made mto these funds as required by the mortgage 
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actually negotiates and plans, subject, of course, to the supe- 
rior authority of the directors. 

The auditor goes over the accounts to see if the funds have 
been properly handled and to icpoit to the diiectora on the 
financ^ial position of the company. The relative positions of 
the auditor, ireasuiei, and comptroller ai’e illustrated in the 
diagram below. 


Present 
ins ta^ ret 
of 


Time 



Relative Lines of Activity of Comptroller, Auditor, and Treasurer 


The secretaiy, as his name indicates, is charged with keep- 
ing the minutes of the company and with attending to all 
matters pertaining to meetings of stockholders and directors 
He has charge 5f certificate books and all important books, 
records, and documents pertaining to the company’s affairs 
He is usually custodian of the corporate seal. In some large 
companies, since he has charge of the important documents, 
including the leases of property, one of Ins important duties 
is to act as superintendent of buildings In England the 
office of secretary is much more important than it is here 
, In this country, apparently, much of the management of the 
company, in its strictly corporate affairs, is left to a lawyer or 
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to a professional accountant, wheicas iii England most mat- 
ters of that kind are managed by the secretary 

Corporations frequently have assistant officers who some- 
times are bi ought together in council meetings to confer on 
matters of detail affecting the general loutine of the business 
It is customaiy in such corpoialions to call these councils 
“jumor officers' meetings ” 

The diagram on page 98 shows the oigaiiization of the 
financial department of a very laigc eorpoiation in the United 
States The following data, snpphed by the coiporatiou to 
accompany the chart, show the exact functions of the several 
officers 

(,A-12) Treasurer — To have cliaigc of accounts, custody of fiuidb and 
bccurities, and to excici&o certain rightb of Mgnature For lull details of 
functions seo by-laws of tlip company 

(L~l) Secretary — To be confidential secretaiy to the Tioasurer 
{L-2) Gencial Statutinan — To be Chairman of the Genoial Htatistical 
Committee made up of the representatives of the Tieasuier’s, Accounting, 
Sales, Service, and Pin chasing Dopaitments, and to act m an advisory 
capacity to the Foiecasts and Analysis Divisions and Cost Divisions of all 
departmentb of the Company m connection noth internal statistics, with the 
idea of brmgmg about complete oo-oiieration and co-oidmation of statistical 
woik 

(L-S) Economic Statistiaan — To bo special assistant to the Tieasurer in 
collecting and piesentmg statistics relating to e’tternal economic and otbei 
conditions 


* 1 » 1 1- 

{L-4) Special Duties — ^The duties under the juiisdictinn of the three 
Assistant T^easureis have to do with oeitain lights ol sigiiatuie and tlio 
custody of moitgages, agicementb, bills receivable, and ot postage and 
levenue stamps 

(LS) Assistant Treaswer — To exeiciso certain rights of mgnature in 
connection with checks, stock ccitififatos, etc , and to be ciiBlodmn ol nioil- 
gages, agreements, bills receivable, and of postage and rovouue stamps 
{LS) Assistant Tteaswer — To exercise certain lights of signatuie on 
checks, stock certificates, etc „ 

i.L-7) Assistant Treasurer — ^To exeicise certain rights of signature on 
checks, stock ceitificates, etc. 


I 4 4- 1 .1 

{L-8) Salary Depan tment — ^To have jurisdiction over all work incident to 
the payment of salaries and wages of employees, stock subscriptions, group 
insurance, the custody of seomities and the prepaiation of information 
regarding employees 

(L-9) Assistant Treaswer — To have charge of all the activities of the 
department and its personnel, includmg the Peisonnel Committee matters. 
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Ltioa of Finance Department of a Large Industrial Corporation 
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to exoioke certain rights of wgnature and approval, and to be Bonus 
Tiustee and Custodian o± Secuiitieh 

(Jj-lO) Assistant — To act as general assistant to the Assistant Tieasuier 
in all the details of the Depaitmont’s activities, to act in charge of the 
Department in the absence of the Assistant Treasurer, and to exeicise cer- 
tain rights of signatmc and appioval 

{fj-ll) Addiessogiaph Division— To peifoini all nddressograph work in 
connection with salaiies, wages, stock subseiiptioiis, bonus lists, securities, 
stockholdeis’ lists, dmdeud lists and cheeks, and caids and lists for the 
Personnel Division 

(L-IS) Inwiancs Division — To be rasponsiblc foi all the details of the 
Group Insurance Plan, calculate the amount ol pieinuims, and advise the 
Iiisuiauce rVinipaiiy of changes m peisoimel 

{Jj-13) Paymastei’s Division — ^To cheek ail pay lolls, piepaie vage 
checks and wage envelopes, perform nccessaiy vage accouidiiig, inamtain 
files of pay roll employees, make all payments of wages, and handle all 
records of unclaimed wages 

{L-H) Punch Card Division — ^To maintain Powers punch cauls on all 
salaried and pay loll employees for the purpose of prepaiing statistical 
information regarding employees for use in connection with the Pension 
Plan and the requirements of the diffeicut dcpaitincnts 

(L-IB) Salniy Division — ^To have custody of all salary records, pay all 
salaries, and distiibute salaiy chaigcs. 

(L-Iff) Stock Subbcnplion Division — To have charge of the details of the 
Employees’ Stock Subscription Plan, 


(L-l?) Auditing Department — To be responsible for all audits, insuiance 
bonding, the extension of credits, and the collection of uE accounts foi the 
Company and all of its subsidiaiies 

(L-IS) AvdUat — To have charge of all activities ol the Department 
(the details of the work are handled through two assistants) , to exercise 
ceitam rights of signatuie on checks and vouchers. 

{Tj- 19) Auditing Division — ^To niako all audita at the Ilorac and Branch 
Offices, plants, and storage points for the company and its subsuliaiies 
(.L-SO) Credits and Collections Section — ^To have charge of the extension 
of aU 01 edits and the collection of all accounts for the company and its 
subsidiaries The Manager of this Section has charge of the Personnel 
Committee matters for the Department; to take chaiga of the Depaitrnent 
m the absence of the Auditor, and to exercise coitam lights of signature 
on vouchers. 


1 1 r 1 

(L-Ml) Forecasts and Analgsia — ^To bo responsible for the personnel 
expenses and equipment of the Department, and to direct its opeiation, 
consisting of forecasts, reports, and special statements to the Pinancial and 
Executive Committees, to study, analyze, and follow up conditions m 
connection with investment and return on mvestment; to exercise certain 
lights of signature. 
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(L-SS) Assistant Treasure — To have entue charge ot the Department 
and be responsible loi its peisonnel expenses and equipment The detailed 
opeiations are handled thiough a Division Chief 

(L-gS) Dinsion Chief — To have charge of all the general clerical details 
ot the Division 

(L-^) Analysts and Presentation of Data — To prepare and present in 
diagiammatic loim, foi the Executive Committee senes of repoits, the data 
with rcgaiil to icturn on investment and the analytical reports in connection 
theicvith, to analyse and loUow up abnoimal conditions brought out in 
Executive Comimttoo senes, and to perform the necessary drafting and be 
responsible foi the photostating of diagiams 

(L-25) Reports and Assembling of Data — To prepare for the Finance 
and Executive Committees forecasts, reports, and special financial state- 
ments oiigmatmg in this Depaitment, to have chaige of the assembling of 
the data used in Executive Committee’s series of diagrams showing returns 
on investments, which information is furmshed to the Analysis and Pres- 
entation ot Data Division (L-24) 

{L-2e) Treasurer’s Oifice Admmisti ative — To be responsible for the gen- 
eral office details of the Treasurer’s Department, bank and money matters, 
to supervise the operation of the Buildmg Corporation, Hotel, Playhouse, 
and Surety Company 

(L-S7) Assistant Tieaswei — ^To be responsible for all the affairs of the 
Division, including the peisonnel and Personnel Committee matters, and to 
be Tieasiirer of the subsidiary companies and to exercise ceitain rights of 
signature 

(L-28) Bank Reconciliation — To reconcile all bank accounts 

iL-29) Cashw — To receive and deposit all remittances and keep the 
Treasurer’s Department cash book '' 

(LSO) Suiety Company — To supervise all details in connection with 
Bonds, except Fidelity Bonds 

{IrSl) Building Coiporalion — ^To manage and operate the Building. 

(L-32) Hold — To manage and operate the Hotel 

(L-SS) Playhouse — To attend to all details of maintenance. 

{LS4) Stock Transfers — To keep the record of stockholdeis and all 
details alhed theiowith, to pay thvidends and assemble reports for the 
Directois, Executive Committee, and Finance Committee, and to supervise 
the Treasurer’s Department files 

< f * + * 

{LSS) Accounting Department — ^To keep the accounts of the company 
and its subsidiaries All of these accounts are bandied through the Divi- 
sion Managers. All subsidiaiios report through the Assistant Comptroller 
to the Compti oiler To perform the service functions of opei atmg the mail- 
ing room, telegraph and telephone offices, stationery stores, hall of records, 
welfare work, and the extra stenographers and mossengeis incident to the 
operation of the home office 

{L-36) Comptroller — To be responsible for all the affairs of the Depart- 
ment, its personnel, includmg Personnel Committee matteis, and its equip- 
ment. The details of the Department are handled through two Assistant 
Comptrollers 
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(L-S7) The Assistant ComptroUet — ^To be principal assistant to the 
Compti oiler, and to take charge of the Department in the absence ol the 
Compti oiler 

{L~38) Assistant CompiroUei — To be in ducct control of all statistical 
woik of the Accounting Department, and to act in a genoial advisory capac- 
ity to all the divisions of the Department, and to have charge of the affairs 
of the Department in the absence of the Comptroller and the Assistant 
Comptroller 

(L-SS) Accounts Payable Division — ^To bo icsponsible for the Accounting 
Depaitment details m connection with the payment of the bills of the 
company and its subsidiaiies 

(L-^O) Accounts SeceivabU Division — To be lesponsiblc for the Account- 
ing Department details in comiection with fimshed products, checking 
freight oil shipments, oiders, and home office billing, and the pei&onal 
ledgers and cash receipts ot the company and subsidiaiies. 

{L-41) General Accounts Division — To be lesponsible for the Account- 
ing Depaitment details in connection with balance sheets, profit 
and I0.SS, general and private ledgers, construction and experimental 
fixed assets, depreciation, and accident funds for the company and 
subsidiaries 

(Zj-42) Production Costs Division — ^To be lesponsible foi the Accounting 
Department details in connection with production costs and recording 
raw materials and supphes for the company and subsidiaiies 

(L-43) Sales Analysis Division — ^To be responsible for the Accounting 
Department details in connection with sales tabulation, sales expense dis- 
tribution, and price checking for the company and subsidiaries. 

(L-44) Set vice Division — ^To operate the mailing room and all help 
incident theieto, tolegiaph and telephone offices, stationoiy stores, hall of 
records, welfare work, and to supply the different departments in the 
building extra stenographers and messengeis 

{L-4S) Statistical Division — To be lesponsible for the Accounting 
Department details in connection with investment data, contract claims, 
and special accounting studies 
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CORPORATIONS— MANAGEMENT 

How corporations are managed. — Having outlined briefly 
its oigaiiization, we may now proceed to give a more vivid 
picture of the corporation by showing how it is managed 
The goncial managers of a business are the board of diiectois, 
not acting singly, but acting as a boaid; the details of man- 
agement aie left to the officers Matters of importance are 
always referred to the duectors, who are generally given power 
to prescribe duties of the officers not specifically mentioned 
in the by-laws. Sometimes questions are too important 
even for the directors and then they are leferied back to the 
owners of the business, the stockholdeis Moreover, smee 
the directors aie elected periodically by the stockholders, the 
fundamental authority may be said to rest with the stock- 
holdois In many States the laws piovide that certain 
matters — those which affect all the pioperty of the company 
at one time, such as a sale of all' the assets, lease of all the 
assets, consohdation with another company, increasing or 
decreasing the capital stock, or amendment of the certificate 
of incorporation — ^must bo referred to the stockholders ^ 
Usually a motion in respect to one of these matters is not 
deemed to be carried unless it receives the support of a two- 
thirds or three-fourths majority. 

As was pointed out in the preceding chapter, large corpora- 
tions usually have an executive committee which decides 
important matters in the intervals between directors’ meetings 

By way of summary, then, we may say that the oidmary 
questions that arise in business arc decided by the officers; 
more important questions are lef erred to the executive com- 
mittee; largci questions of pohey that can be reserved for 
more formal discussion are taken up at the duectors’ meet- 
ings, which usually occur once a month; still more important 


* See C W Gei'stenbeig, "Materials of Gorpoiatiou Fmance,” pages 99-100 
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questions aie taken up at the annual meeting of .stockholdeirt 
or at meetings of stoekholders speeially ealled.’’ 

Stockholders’ right to protect company against fiaudulent 
action. — The eailv lubtory of ooiporatiou finanee shows many 
instances of fiaudulent practices by dncctors and officers 
Lhiough manipulation of the company’s securities The 
Congressional investigation of stock exchange practices made 
duiing 1932-1934 shows that even in the twenties and caily 
thiities diiectors and offieois of some coipoiations were 
unsciupulously using information that came to them through 
their positions i.o aid them m their market aclivitics, * This 
betrayal of fiduciary duties was one of tho icasons for the 
enactment of the Fcdeial Securities Acts ’I’he Seeiiiities 
Act of 1933, tho Secuniios Exchange Act of 1934, and the 
Public Utility Holding Company Act of 1935 hai'e vested in 
the Securities and Exchange Coiunussiou control over the 
issuance of and traffic in sccmitics that makes a pi ofi table 
career foi the corporation manipulator very difficult today. ^ 

We cannot at this place go into a discussion of the forms 
of manipulation. The test of mtegrity that, should be 
applied to any form of action is that of good faith Are the 
du-ectors (1) acting in respect to the properly or the secuiities 
as they would towaid their own pioperty, (2) taking unfair 
advantage of the position they hold or the infoimation they 


’ Foi foims of noticeis of annual and special meetings of slockholdeis, see 
Dons, “Corporate Meetings, Minutes and Resolutions ” 

’Foi accounts of some wcll-knottn eaily mstsuees of manipulation, see 
Adam, “Chapteis of Erie”, W Z Ripley, “Raihonds, Finance and OiK.ini- 
aalion,” pages 23 el seq 05 el ieq , 212 cl teq , 233 el seq , 27i el leq , 278 el seq , 
4i0 el beg For more locent illuatiations, see uiamijulation ol Aniencnn Com- 
moicial Alcohol, Suiclan Consolidated Oil, Clnsc Bank, and Geuer.il Asphalt 
Co , summaiized in tho leport cited in footnote -lo 

*8oc footnote 24, p 40, foi one of the stntutoiy ehi'cks ngainst the use of 
inside inloimation hy diiejtois and ofliccis loi peisoniil gams Anothci 
impoitant cheek is the roqiinemcnt in the Seeuiities Exelmiigje Act of 103 1 that 
ofliceis and diieotors of any ooipoiation whose stock is legistcied on a national 
securities exchange, and holdcis of more than 10 per cent ol any class of legis- 
terod equity secuiity, must hie lepoits foi any month in which thoie has been a 
change m owneiship A similar requuement, lelatuig to dircctois and officeis, 
IS ooutamed in tho Public Utility Holding Comiiany Act of 1035 The Seeuii- 
tiCB and Exchange Commission publishes i monthly suinmaiy of secuiity 
transactions and holdings on the basis of the reports filed 

Many of the manipulative devices brought to light in the 1932-1934 
Congressional Investigation of Stock Exchange^ Pi actiocs are distussed m the 
Eepoit of the Committee on Bankmg and Ciixiency, Repoit No 1455, 73d 
Congiess, 2d Session (1934) 
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possess to make piivate gam; oi (3) depriving the corporation 
or its stockholdeis of rights or assets without returning a fan- 
compensation; or (4) rhverting the assets from the pui poses 
for which they were intended to be used by vntue of the 
charter agieements*'* 

^ince the stockholders elect the dncctois, the courts gen- 
erally require that the stockholders shall remedy evils by 
ousting directors whercvei possible But frequently the 
duectors lepicscnt the majority stockholdeis and the mmority 
is helpless at coiporate meetings Where such a condition 
exists — a wrong that is sanctioned by the majority — the 
courts will intervene to compel the majoiity to give the 
mmority its lights ® 

Powers of a corporation. — A corporation’s poweis to act 
may be divided into three classes* (1) those expressed m the 
charter; (2) those incidental to the express powers, (3) those 
implied from the fact that the corporation is created to trans- 
act business Thus a corporation may expressly have the 
power to make and deal m flying machines. Incidentally 
it would have the power to start a school of aviation m order 
to incicase its sales, and, because it must carry on its business 
as business is generally carried on, it would be permitted 
impliedly to hold property, to borrow money, to execute legal 
instruments, and m connection therewith to have and use a 
corporate seal. It would be improper, however, for such a 
company to engage in building ships of the sea, and if it 
undertook such work, the stockliolders rmght restram it, 
since the new ventuie would involve a diversion of the stock- 
holders’ investments.® 

Voting in a corporation. — ^Every ownei of capital stock 
has a right to vote his stock at all meetings of the stockholders 

®See W M Fletohei, "Cyclopedia of tho Law of Private Coipoiations,” 
Vol 13, §5829 et seq 

“Acts beyondHhc powci of a coipoiation aie caUod idtia mies acts The 
State which created the coipoiation may take cognizance of the company's 
breach of its contiact by dissolving the company Wo say "bieach of contiact’’ 
and mean thereby tho contiact which tho corporation has with the State to 
be pCimitted to e\ist as an ailifcial peison and to do certain thmgs as such 
poison The laws as to the enfoioibiUty of vltia mres contiaots by the per- 
sons conoeinod aio not unifoira, but m general they are to the effect that such 
a contract entirely peifoiraod will not tao set aside by the courts and one u holly 
unpeiformcd will not be enforced by the couits Where it is peifoimcd on 
one side only, the courts are not in agieement as to the method of treatment 
See W M Fletcher, “Cyclopedia of the Law of Private Corporations,” Vol 
7, §3467 e( seg 
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as an incident to the ownerslnp of the shares, unless the right 
is denied by some specific contract limiting or abridging this 
right, such as a provision in the ceitilicate of incoiporation 
or m the agreement under which he holds the stock, Smee 
the diiectors are agents of the corporation, they cannot 
delegate to other peisons the light to vote at directors’ meet- 
ings on coiporate matters. Stockholders, however, are 
usually given the light to vote in person or through an agent 
known as a “pioxy ”'’’® 

While at common law the lule is that each sl ockholdcr has 
one vote, the statutes of the States usually provide that each 
stockholder shall have as many votes as the numbei of shares 
he holds ^ 

’ Non-voting and vetoing stock. — ^Frequently, a certificate 
of incoiporation will provide that a certain class of stock shall 
not have the light to vole at all. For example, holders of the 
preferred stock of the Standaid Oil Co of Ohio have no voting 
power whatsoever. Sometimes the votmg stock represents 
a much smaller ownership than the non-voting stock Abso- 
lute dcpiivation of voting power is not as usual, however, as 
limitation of votmg power. Thus, in many corpoiations a 
class of stock which has no right to elect diiectois will have 
voting power on questions •v\?hicb peculiarly affect the rela- 
tionship of the group to the coiporation, oi will be given the 
right to elect or a&sisl in electmg directors under ccitam 
circumstances Such stock may be called vetoing stock or 
stock with contingent voting powei Fiequently, this power 
to vote on ceitain questions is incluiled to meet the require- 
ments of a statute. Generally it is the preferred stock that 
IS deprived of voting power In recent ycais, however, 
there has been a tendency to divide common shai’cs into two 
classes, one denominated Class “A” common and the other, 
Class “B” common, and to give the voting povser to one class 
while denymg it to the other. 


Foi ex-planation of voting by pioxy, see page 112 
’ See C W Geifitonboig, "Materials of Coipoiation Pinanoo,” pago 90, for 
form of ballot 

Foi discussion and illustiations of the disparity between the amounts of 
contributions by stockholdeis and the degree of control acquired, see "Ilcanngs 
Befoie A Subcommittee of the Committee on Judiciaiy," U B Senate, 75th 
Congiess, 3d Session (1938) on S 10 and S 3072 (Pedeial Licensmg of Cor- 
porations), p 422 ' 
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Under Chapter X of the Bankruptoy Act, which provides 
for corporate reorganizaiions, the issuance of non- voting 
stock by the reorganized corporation is piohibited 

Questions upon which non-voting stock is frequently 
given right to vote. — ^The niattcis upon which st.ock that is 
non-voting will bo given the right to vote usually include tlie 
following' 

1. Authoiization of an incicaso in the issue of pieferied 
stock. If a corporation has no bonds outsianding, its pre- 
feried stock will have the first claim on its earnings. If there 
IS to be any new financing, the common shareholders will not 
care whelher the prcfeired stock is increased or a new class 
of second preferred is cieatcd. But to the old piefeired stock- 
holders the difference is of great impoi tanco. Carefully drawn 
charters, therefore, usually provide that special consent of 
the preferied stockholders must be obtained to increase the 
preferred stock. 

2. The authoiization of an issue that will have a claun on 
the earnings or property of the corporation piior to that of 
the particular issue mvolved. 

3. The making of mortgages or hens. Purchase money 
moitgages are often specifically oxcopted. 

4. The issuance of bonds, no'tcs, or other evidences of debt 

5. The sale of the corporate assets, mergei, or consolida- 
tion. 

6. Other subjects upon which-iion-voting stock may liavc 
the right to vote include a change in the by-laws of the cor- 
poration; a change in the prefereiiccis, privileges, or other 
characteristics of the stock, such as a change in its par value , 
a change in the votmg power; dissolution, a change in the 
purposes of the corporation; guaranties 

Variations in the arrangements for contingent voting 
power ai'o limitless. No one issue is hkely to include provi- 
sion for voting under all the contingencies enumerated, but 
numerous examples can be found to illustrate each. 

Voting rights contingent upon defaults.— Frequently, while 
the preferred stock -will not have the right to vote under 
ordinary circumstances, that right will operate when divi- 
dends on the preferred oi-o passed for a specified number of 
financial periods. For example, none of the many clas-sos of 
preferred stock outstanding of the Associated Gas & Electric 
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Co. has voting power unless dividends are in arrears for two 
years on the particular class of stock. In some instances, 
the right to vote is given if caimngs fall below a certain level. 
Giving non-voting stockholders the right to vote m case 
dividends are passed is based upon the theory that the holders 
of non-voting stock ate entitled to voting power in order to 
protect their dividend rate. 

Other contingencies have been made the basis for giving 
non-voting stockholders voting power. Thus the right to 
vote may be given if the corporation fails to maintam net 
assets, net tangible assets, or not quick assets up to a pre- 
scribed standard. Similarly, non- voting pi ef cried stock 
may become voting upon' failure of the corporation to redeem 
preferred stock, or to make smldng fund payments. 

Great variety is found in the extent to which the non- 
voting stock becomes voting upon the occurrence of the 
defaults. In many instances the non-voting stock obtains 
exclusive power to vote for directors until the default is cor- 
rected; in others, the non-voting stock acquires equal votmg 
po.wer with the regular votmg stock, and in some eases extra 
voting power is given. For example, the Sherwin Williams 
Co. 6 per cent cumulative preferred stock is entitled to full 
voting power in the ratio of fpur votes per shaie to one vote 
per share of common during the tune that the company is 
m default in payment of four quarterly dividends, or in the 
maintenance of net assets, or in sinking fund payments. 
Another arrangement permits the preferred stockholders to 
elect a majority or a certain number of the directors during 
the period of default. 

/ Non-voting stock criticized. — Corporation stock issues of 
recent years show a decided tendency toward concentration 
of control and restiiction of voting rights to certain classes of 
shareholders. The tendency is inspu'ed by the desire of the 
organizers to control the corporation with a Comparatively 
small amount of invested capital If the organizers hold aU 
the voting stock, they can finance the corporation through 
the sale of unlimited amounts of non-i-votmg stock without 
losing control. 

When the trend towai’d classification in voting rights 
reached the place where part of the common stocks as well as 
all the preferred stocks were being deprived of voting power, 
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it became the object of much criticism.® The principal obj’ec- 
tion raised against non-voting issues is that stocldiolders who 
should have the right to object to the manner m which the 
management is conducting the business can do nothing about 
rcplgicing the inefficient managers. Wliilo dividends are 
being paid, stocldiolders are likely to give little attention to 
the management of the corporation, but when dividends fail 
they aie no longer indiffcient and are likely to take a lively 
interest in the affans of the corporation. If they have no 
voting power, their interest is ineffective. Even the right 
to vote in case of default m payment of dividends may prove 
ineffective if there is a preponderance of voting common stock. 

The Public Utility Holding Company Act of 1936 seeks 
to curb the abuses that resulted fiom the issuance, especially 
during the twenties, of stock without voting rights or with 
restricted voting rights. The Act gives the Securities and 
Exchange Commission considerable power to see that the 
corporate stiuctuie of subject companies does not unfairly or 
inequitably distribute voting power. The amended Bank- 
ruptcy Act jilso seeks to avoid abusive concentration pf 
contiol through voting restrictions by roquiiing that the plan 
of reorganization must provide foi equitable distribution of 
voting power. Non-vot.ing stopk is prohibited in the reor- 
ganized company, and picfcired stockholders must bo given 
the protection of adequate provision for election of directors 
by them in the event of default in the payment of dividends. 

As a result of the criticism, the New Yoik Stock Exchange 
adopted a resolution which simply stated that the stock listing 
committee “in considering applications for the listing of 
securities, will give careful thought to the mattoi of voting 
control.” The effect of the policy of the New York Stock 
Exchange was to check the number of non-voting issues. The 
Stock Exchange seems to object to non-voting stock when it is 
applied to conrimon shaies but to sanction the practice when 
it is applied to preferred stock, if provision is -made for voting 
power m the event of defaults in the payment of dividends. 

Restrictions on amount of stock outstanding. — Somewhat 
similar to the question of voting restrictions is that of restric- 
tions on the amount of stock that may be issued. In many 

*See article of William Z Ripley, Pioceedings of the Academy of Pohlical 
Science, January, 1926, and Atlantic Monthly, January, 1026 £leo also article 
by W. H S. Stevens in the^Quaiterly Journal of Economics, May, 1926, entitled 
“Stocldiolders’ Votmg Powers and the Centralization of Votmg Contiol ” 
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States tlie maximum amount of stock which a company may 
issue is not directly limited. And m most corporations the 
directors are not limited m the amount of stock they may 
issue, except by such well-known rules as, for example, that 
the stock must be issued for value and that it must first be 
offered to the old stockholders.® But in some modern cor- 
porations restrictions similar to those placed in deeds of trust 
on the issue of bonds are inseited in the charter The charter 
of Colgate-Pahnohve Peet Co. provides that additional 
preferred stock cannot be issued unless • (1) the average annual 
net earnings for the three years preceding such issue shall 
amount to not less than three tunes the annual preferred 
dividend requirements after the proposed issue is made, and 
(2) unless the net cm rent assets as defined in the charter shall 
equal the par value of the preferred stock outstanding after the 
proposed issue is made. The charter of Montgomery Ward & 
Company, Inc., at one time provided that additional preferred 
stock might be issued at not less than $100 per share, but 
only when for two fiscal years precedmg such issue, the average 
net earnings equalled the sinking fund requirements plus two 
and one-half times the amount of the preferred dividend 
requirements after the proposed issue was made, and when 
the net quick assets at least Equaled 120 per cent of the par 
value of the preferred stock outstanding after the proposed 
issue was made 

Cumulative voting. — Complaints have frequently arisen 
that majority stockholders oppress the imnonty. Under the 
old-fashioned rule of voting, which still prevails in many 
corporations, the stockholder is entitled to cast a number of 
votes equal to the number of shares he holds for one candidate 
for each position on the board of duectors Where, for 
example, five diiectors are to be elected, a person holding 
fifty-one shares out of one hundred shares of gtock can elect 
his five candidates. To obviate this difficulty, a system of 
cumulative voting has been devised which in some States is 
presciibcd by the statutes or the constitution of the State, 
and m other States is often included as a part of the machinery 
of management provided in the certificate of incorporation 
Under this system of voting each stockholder has as many 

’ “ See Chapter XX 

10 See “Prentioe-Hall Encyclopedia of Corporate Forms,” Vol I, Forms 
1575, el eeq , for clauses m ceitihcates of mcorporation showing usual restrictions 
upon issuance of stock. 
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votes as is equal to the nnmbci of voting shares he owns multi- 
plied by the numbci of dneetors to be elected. These votes 
he may accumulate for one candidate or may distribute among 
the candidates foi election in any way he sees fit. In the 
example cited above, the majoiily stockholder would have 
255 votes and the minority interests would control 245 votes. 
If the majority sought to elect five directors, they would give 
each candidate 51 votes. The minority interests could 
strategically divide their 245 votes among three candidates, 
giving two 82 votes, and the thiid 81 votes. These three 
candidates would be declared elected and the remaining two 
positions would be declared vacant on the tie vote of 51 
ballots for each of five candidates. “ 

Other methods of voting. — The original common law rule 
was one vote for each shareholder. When this rule was modi- 
fied by coiporato charters and by statute, giving every share- 
holder as many votes as the number of shares held by him, 
difficulties were often experienced by pi omoters in interesting 
the small subscriber In order to avoid this objection, the 
plan was uitioduced of giving one vote for each share up to 
a certain number of shares and then one vote for a group of 
shares beyond that number, with possibly a maximum number 
of votes for each shareholder. Thus the stocldiolder might 
have 10 voles for the first 10 shaies, one vote for each 10 
shai'cs theieaftor until a maximum of 100 votes was reached, 
whereupon voting rights in respect Lo shares ceased. Any 
contract of that kind can usually be made in the certificate 
of incorporation. It has been held in England that arrange- 
ments of this kind can be avoided by transfer of shares to 
another person, whereas in America the rule has generally been 
that the attempts to defeat contracts in this way are illegal.*® 
Who is entitled to vote? — The right of a stockholder to 
vote rests on the corporate records. Therefore, only stock- 
holders of record possess that right; and in ease of a dispute 
between two persons attempting to exercise the right to vote 
on the same shares, the chairman of the meeting must consult 

A formula has been devised for discovering the least number of shares 
a stockholdoi requires to elect a desned nuinlioi of diroctois" u must be greater 
oo * 

than whore a equals the total number of shares outstandmg; c the numhor 

of directors it is desired to elect; and h the total nnmbeir of directors to he 
elected. See “Mathomatiqs of Cumulative Volang,” by 0 W, Cterstonberg, 
Jawnal of Aceountanay, Januaiy, XOIQ 

^*See A. W. Maolion, “Modem Law of Corporations," See. 1217, 
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the stock book and be bound by the record. Of com’se, if it 
happens that for some reason one who is not the stockholder 
of record possesses the right to vote, that person may apply 
to a court of equity for a writ eompellmg the acceptance of 
his vote. But he must do so before the meeting, for at the 
meeting the chairman is bound to recognize the person shown 
to be a stockholder by the stock book, unless a court writ is 
served on him. 

As between a trustee and his cestui que trust (the benefi- 
ciary), the trustee has the right to vote, for he is the stock- 
holder of record As between pledgor and pledgee of shares, 
so far as the corporation is concerned the one whose name 
appears on the books has the right to vote. But as between 
the parties themselves, the result would depend on the agree- 
ment they made. In a case of a simple hypothecation, the 
pledgor, possessing the legal title, has the right to vote, and 
if the shares have been transferred by the pledgee to his own 
name, the pledgor may demand a proxy from him. In some 
States, including New York, this right of the pledgor to a 
proxy is guaranteed by the statute. However, unless the 
pledgor obtains this proxy before the meeting, the chairman 
of the meeting must allow the stockholder of record to vote. 
A coiporation, of course, c^not vote on its own shares, but 
it can vote on shares it owns in other corporations. Where 
stock IS held jointly by two persons, they must agioe or their 
votes will be thi’own out.^® 

Closing the stock book. — ^To give the secretary of the cor- 
poration tune to prepare the list of stockholders of record for 
the chairman of the meeting, and to avoid any confusion that 
might result from making transfers on the books at the last 
minute, the by-laws of a corporation may provide for the clos- 
ing of the stock transfer book for a reasonable period, usually 
not exceeding forty days prior to the stoclcholders’ meeting 
If this provision is in the by-laws, or State statutes, the direc- 
tors may fix a day for the closing of the books, after which 
and until after the meetmg, the secretary or transfer agent 
will refuse to record any transfers on the stock book. In small 
corporations there is no real need for closing the books. Some 
of the larger corporations are finding that lists of stockholders 
can be prepared on the day of the meeting without closing 
the books and without any confusion. Another practice is 

J’or a complete discussion of the law, see W. M, I’letoher, “Cyclopedia of 
the Law of Private Corporations.” Vol 6 , §2025 et aeg. 
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that of preparing a list as of the close of a certain day, that 
list by charter or by-law provision to be binding on the cor- 
poration and its stockholders. Wherever it is possible to do 
so, it is better not to close the books, for such a practice unduly 
interferes with the transfer of shares. 

Voting by proxy. — A proxy is a revocable written power of 
attorney by which a stockholder of record transfers his right 
to vote without transferring the title, either legal or equita- 
ble, to his shares At common law, and today usually in 
religious and similar corporations, a stockholder cannot vote 
by proxy, but must vote m person. But statutes generally 
permit voting by proxy Even in the absence of a statute 
it has been held on the ground of practical convenience that 
by-laws may provide for it. 

During the years 1925-1930 many contests for contiol of 
corporations turned into pioxy battles that showed the weak- 
nesses of the proxy system.^® In many cases the contest was 
merely moved from the meeting room to the courts. Interest 
in legal questions coneernmg proxies was stimulated by the 
proxy fights. These questions generally touch upon the 
reasonableness of the present practice of permitting stock- 
holders of record to vote stock that is sold between the record 
date for dctci mining who shall vote and the time of the meet- 
ing. Other questions that arise relate to the right of trustees, 
executors, and other fiduciaries to give proxies to vote stock 
held of record by them in their fiduciary capacities. The 
general principle is that a fiduciary cannot delegate his author- 
ity. Hen CO a trustee, executor, or administiator cannot vote 
by proxy unless he has specifically been given that power in 
the instrument creating his oflSce, or unless the statute under 
which the corporation is created so provides. The fiduciary 
may give a proxy, however, that directs the proxy-holder 
in the manner of ^voting. 

Restrictions on solicitation of proxies. — Corporations 
whose seemities are registered as requmed by the Securities 
Exchange Act of 1934 (see page 369) must follow the rules 
of the Securities and Exchange Commission governing solicitor 
tion of proxies. Penalties are imposed for failure to conform. 
The rules require that a written “proxy statement” be 

“ Soo C W Gerstenberg, “ Materials of Corporation Finance,” page 88, for 
form of proxy 

“See article in Barron's, January 5, 1931, entitled “Youngstown-Betble- 
bem and Other Proxy Contests.” 
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furmslied to eacli person whose proxy is being solicited. The 
proxy statenaent must set forth (a) the identity of persons 
soliciting the proxy, (b) the nature of the matters to be voted 
on under the proxy, (c) power of the security holder to revoke 
his proxy and the rights of dissenting stockholders, and (d) 
the expenses of the solicitation, mcludmg all compensation 
paid to solicitors In addition, certain financial data are 
sometimes required to be mcluded. The proxy must provide 
some definite means whereby the security holder may indicate 
how he desires his vote to be cast on a given proposition. 
Wheic the solicitation of proxies covers the election of direc- 
tors, the proxy statement must give certain mformation as 
to each person for whom it is intended to vote The proxy 
statement of Columbia Gas & Electric Corporation for a 
special meeting of stockholders held March 7, 1939, con- 
stituted a document of twenty-six printed pages. 

If the corporation solicits proxies, it must also send stock- 
holders whose proxies are sohcited any proxy form submitted 
by a stockholder who supplies proxies and defrays all costs. 

Brokers* proxies. — Frequently, stock is registered in a 
broker’s name and not in the name of the person for whose 
account it is held. Under the Securities Exchange Act of 
1934, brokeis may not give.a proxy in respect of any security 
registered on a national securities exchange and carried foi 
the account of a customer, in contravention of rules pre- 
scribed by the Securities and Exchange Commission. 

Under the rules of the New York Stock Exchange a mem- 
ber broker must, upon request, furmsh a beneficial owner 
with a proxy to vote the stock. Brokers must forward to 
each beneficial owner of stock which is in their possession or 
control, except owners outside the United States, the material 
furnished by anyone sohcitmg proxies, together with a request 
for voting instructions, provided the person sohciting the 
proxies reimburses the broker for expenses involved. If 
voting instructions are not received by the tenth day before 
the meeting, the broker may give a proxy to vote stock regis- 
tered in its name, if he has no knowledge of any contest as 
to action to be taken at the meeting, and provided such action 
does not include authorization of a merger, consolidation, or 
any other matter which may affect substantially the legal 
rights of such stock. 

How minorities often control corporations. — It is a notice- 
able fact in American corporation finance that large corpora- 
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tions are usually controlled by people who own less than 50 
per cent of the stock. Indeed, the management of a large 
corporation is usually able to retain control with a compara- 
tively small ownership d® Eight leasons for this condition we 
shall explain in the sections following. 

1. Indifference of stockholders . — Only a small portion of 
the entire ownership of a corporation may be represented at 
any meeting and an organized nunority will then become a 
majority of the active ownership. Negligence and indiffer- 
ence are perhaps the two chief causes why a large part of the 
stock of the company is unrepiesented. 

2. Proxy committees . — ^In American corporations the prac- 
tice has giown up of electing a proxy committee at the annual 
meetings. The names of the members of this committee 
are printed on a so-called official proxy which is sent out with 
the notice of the enamng annual meeting. The stockholder, 
therefore, has merely to .sign his name to the printed form, to 
have his signatiu’o witnessed, and to enclose the foim m a 
stamped and addressed envelope which is sent by the com- 
pany, in order to be represented. Although a proxy may 
subsequently be i evoked,*’ a so-called insurgent, that is, a 
person who is trying to organize the outsiders to defeat the 
management, will usually find that the stockholder is reluctant 
to reverse an action once taken. meetings where there is 
a contest, the final vote usually shows that the management, 
thi’ough the proxy committee, controls the greater strength.*® 

“ During tliG Alton mvostigntion, which began at the oIoho of 1906, E H 
Hairiinan and otliei witnessoa admittod thot to soouio absolute control of a 
laih-oad, it was necossaiy to own or concentrate only 20 yei cent of the stock 
Duiing the investigations of the thirlios, it was revealed that ownership of 
73,000 sliares of Chesapeake & Ohio Ry common stock, which represented not 
more than 15 per cent of all the outstandmg stock, endowed the Van Sworingen 
interests with control of the rniliood 

In Now Yoik State a proxy may be made for any definite time, but if the 
time is not specified it expires in eleven months In Delaware a proxy cannot 
be voted upon after three years fiom its, date unless it provides foi a longoi 
period Frequently, the pioxy is pven foi one meeting only, and it will then 
be good foi that meotmg and all adjournments thereof. 

“ At the annual meeting of the United States Steel Corporation in 1938, 
when questions of impoitanoo were to be discussed, tho pvo\y committee 
represented 0,288,724. shares out of 6,327,253 shaies of common etock and 
2,805,943 sbaroa of prefeiiod stock out of 2,809,160 roprosentod at the meeting. 
Stookholdors reprosentmg 001 sliaios of oommon stock and 1,405 shares of 
prefeirod htook, moludod in the above figures, wore present in person, but gave 
their proxies to the committee There were then outstanding a total of 
8,703,262 shares of common and 3,602,811 shares of preferred. 
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While most often it is the management, through its proxy- 
committee, -^vhich controls the greater strength at a meeting, 
there is nothing to prevent another interest from forming a 
proxy committee and sending out a call for proxies In 
fact, m the case of corporations whose securities are legistered 
on a national securities exchange, the management may be 
requested to mail proxies and other communications furnished 
by any security owner of record to stockholders who are 
solicited for proxies by the management, provided the person 
making the lequest supplies envelopes and postage, and reim- 
burses the corporation for expenses incurred in connection 
with such maihng. The opposition committee may succeed 
m getting control of the corporation through its campaign 
for proxies and may thus thwait the plans of the manage- 
ment, or even oust it. 

3. Voting and non-voting shares . — We have aheady indi- 
cated that stock may be divided into different classes, and that 
one class may be given the sole voting power. Thus, by the 
purchase of common stock of Alleghany Coiporation for 
$255,000, control was obtamed over $88,000,000 of preferred 
stock that had no voting rights Corporations have 
actually been organized m which one share of stock has 
the right to vote, and all the other shares are deprived of that 
right. Founders’ stock and 'management shares, described 
,on page 156, are further examples of imnoiity control through 
classified shares. 

4. Classified voting . — ^An example of differential voting, 
where both classes have the right to vote but one class has an 
advantage over the other, was afforded by the old Rock Island 
Company, formed in 1902 to control the so-called Rock Island 
System, The holders of the preferred stock were given the 
right to elect five of the lune du’ectois Ripley^” estimaLes 
that in 1908 $5,000,000 woith of preferred stock controlled a 
nominal capitalization of subsidiary companies of $1,600,000,- 
000. Sometimes the privilege of electing directors is given to 
one class of stock temporanly, as in the case of the Wheeling 
and Lake Erie, where, under the reorganization of 1917, the 
prior-hen stockholders, for a period of five years after incor- 
poration, had the exclusive right to elect the majority of dh-ec- 

^ dee Investigation of Eoilioads, Holding Companies, and Afiiliated Com- 
panies, Part 10 (1937), p, 4071 

“ W Z, Ripley, “l^ilroads, Finance and Organisation,” page 629 
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tors. Very frequently this right to elect the directors is made 
contingent upon the happenmg of some event, as explained 
on page 106. 

5. Vetoing, or voting on special subjects Preferred stock- 
holders are more interested in some subjects than m others. 
As to these subjects they are frequently given ample control, 
even though the preferred stock may constitute but a small 
minority of all the stock issued.®® 

6. Pa) tial retirement of boa) d of directors. — Sometimes the 
dircctois ai’e divided into classes and are elected for overlap- 
ping years, somewhat aftei the pattern of the United States 
Senate, where the term is six yeais and where the terms of 
office of one-third of the senators expire every two years. 
Where such a plan is used, the management is given warmng 
of the growing strength of the minority and may use greater 
diligence in getting proxies at subsequent elections. For 
example, the certificate of incorporation of a company may 
provide for twelve directors, three of whom arc to be elected 
each year. At one annual election the management may be 
surprised to find that a few active leaders of the minority have 
persuaded enough stockholders to give them then proxies to 
enable them to cany the election. Their success, however, 
would mean that they would luivc only three out of twelve 
dh ectors. At the ensuing election the managers will undoubt- 
edly make a more active campaign for proxies and will piob- 
ably be able to secure enough to elect their candidates. 

7. An iro)i-clad method of mino) ity control. — The certificate 
of incorporation may provide that a large majority is neces- 
sary to elect directois and this rule will undoubtedly ,‘ in 
such cases, be protected by a similar piovision that the certif- 
icate itself cannot be amended except by a large majority 
vote. Where such a lule is made and permitted by the 
statutes of the State, the controlling party may remain in 
office by defe'ating the elections. Thus if a seven-eighths 
majority were required to elect directors, the directors when 
in power could defeat any future election if they owned one 
shai’e more than one-eighth of the outstandmg shares. In 
such cases there would be no election and the old directors 
would hold over. 

8. Stock purchase warrants to retain control. — By the 
advance sale of the right to become a stockholder, the cor- 

so For a complete discussion of votomg stock see page 106 
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poration may give the management assurance of remaining 
in control. This right is evidenced by a warrant or option, 
explained more fully on page 149, which gives the warrant 
or option holder the right to purchase stock at a fixed price. 
With this medium it is possible to check the loss of control. 
For example, those in control of a corporation may own only 
a small portion of a large issue of voting stock Unless they 
can obtain additional voting shares in sufficient amount to 
defeat an organized opposition, they are likely to lose control 
at any time In order to be in a position to purchase the 
shares when needed, the managers will, at the time of assum- 
ing control, be given warrants to purchase additional shares 
of voting stock at a fixed price The corporation always has 
sufficient unissued stock to meet the demands of warrant 
holders Should the management find at any time that out- 
side stockholders are likely to combine to oust them, they 
need only exercise their warrants and purchase sufficient 
additional stock to assure their contmuity of control. 

Denial of preemptive right to subscribe as an aid to minor- 
ity control. — The tendency of corpoiations to issue stock to 
which the inherent light to subscribe to new issues does not 
attach may also help minorities to retam control. Thus, if 
the corporation is not obhged to offer new issues of securities 
to its old stockholders, and the management is anxious to 
have additional shares in order to assure control, it may 
authorize the issuance of additional stock and permit friendly 
interests to subscribe to as much of the issue as it needs to 
remain in control. To be sure, the corporation may have 
to obtain the consent of the old stockholders in case it is 
necessary to increase the capitahzation before issuing addi- 
tional stock, and the stockholders may withhold their consent 
if they anticipate that the management is going to use the 
issue to assure control. Corporations, howevei, frequently 
have an authorized issue of stock in excess of the amount 
outstanding and the purpose under these cucumstances can 
be accomplished without the consent of the stockholders. 
For a discussion of the stockholder’s right to subscribe to new 
issues of stock, see pages 336 et seq. 

Voting trusts. — method, known as a voting tmst, has 
been devised for concentratmg the control of a company m 
the hands of a few people. A trustee, or a group of trustees, 
makes a contract with the stoclcholders providmg that any of 
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the stocklioldeiH of Iho company may deposit their stock and 
become pai lies to the agrccmtnt. tSince their stock is trans- 
ferred on the books of the company to the voting trustees, the 
latter become the real stockholdeis and during the period of 
the agreement vote at the annual elections and at special 
meetings. Voting trust certificates arc given to the stock- 
holders who become entitled to the dividends. The certif- 
icates aie often listed on the exchanges Wlien the trust is 
dissolveil, the truslei's exchange their stock for the certificates 
ol beneficial inteiost and the stocldiolders thereupon become 
reinstated with the right of control. 

Voting trusts cannot be used by a number of competing 
corporations to work out a monopoly. This doctrine was 
decided many years ago when monopolies were organized 
through the formation of voting trusts to take over the legal 
titles to the stock of the several corporations that entered the 
old Standard Oil trust and the old sugar trust. In fact, it 
was in connection with these voting trusts that the word 
“trust” fir.st camo to be applied to monopolies. Usually a 
voting trust must be limited in time, measured by the definite 
pm pose to be accomplished. For example, if the bondholders 
of a corporation threaten to foreclose the mortgage securing 
their bond.M, they may be iuducecl to forego this right if given 
control of the corporation till their bonds are paid off. This 
can bo done by creating a voting tru.st in which the trustees 
ar(' nominated by the bondlioldors. In this way the bond- 
holdens would control the lUreclorate of the company until 
their bonds had been paid off. In New York State, under the 
statutes, a voting, trust caimot endure for longer than ten 
years,®’ Where a voting trust is created for a period beyond 
the statutory hmit, the trust is wholly invalid. 

The most common use of the voting trust is in connection 
with the reorganization of corporations. The period of the 
voting trust covers the critical time of rehabilitation, during 
which control of the corporation is turned over to people who 
can be relied upon to manage it. Continuation of thou- 
control is assured by the voting trust arrangement. Voting 
trusts are also used in industrial organizations as a means of 
securing continuity of management and policy of the eom- 

** For on example of a voting trust, ngreomont,, seo 0. W. Gerstenberg, 
"Miitiowals of Oorporatioq Pinanoo,” pages 91-97 Seo ibid , page 98, for 
illustration of certificate of bonefioial intoiest. For a very excellent and 
extended discussion, see H. A. Cushing, “Voting Trusts ” 
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pany Those who manage the corporation are the voting 
trustees. They may own only a small part of the whole 
issue. During the period of the trust agreement, with a 
min ority of the stock they are assuied of control without 
mvesting any further sums m the corporation Sornetimes 
only part of the securities, but always sufficient to assure 
control, are deposited under the voting trust agreement 
m exchange for voting trust certificates In that case the 
shai’es not deposited would be transferied on the books 
of the corporation in the regular way and the voting trust 
certificates would be transferred on the books of the voting 
trustees The market price of the securities not deposited 
is geneially the market price of the voting trust certificates, 
although occasionally securities not deposited sell above or 
below the voting trust certificates. 

The voting trust arrangement assures control to the 
majority in eases where the latter, through failure of some of 
them to exercise their votmg power, may not be certain of 
control without it. For example, if the majority holders are 
scattered or become inactive because of a false sense of secur- 
ity, a centralized minority might easily spring a surprise at a 
stockholders’ meeting and capture control 

Treatment of voting trusts under Federal acts. — ^Voting 
trust certificates are included in the definition of securities 
under the Securities Act of 1933 and are subject to the Act. ' 
Similarly, if the voting trust certificates or the deposited stock 
represented by them is listed on a national securities exchange 
(see page 369), they are subject to the Securities Exchange 
Act of 1934. 

The Securities and Exchange Commission, in admimster- 
ing the Public Utility Holdmg Company Act of 1936, has 
sanctioned the use of voting trusts in reorganizations of 
companies subject to the Act, in cases where* this device has 
appeared to be in the interest of the public, investors, and 
consumers. Thus, in the reorgamzation of Great Lakes 
Utilities Company, it approved the voting trust even though 
the device tended to complicate the corporate structure 
of the holding company system. 

Any plan of reorganization of corporations under Chapter 
X of the Bankruptcy Act may provide for vesting control 
of the reorganized corporation in a voting trust, but the 
appointment of the voting trustees ' must be equitable, 
compatible with the interests of creditors and stockholders. 
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and consistent with pubhc policy. The Act requires the 
judge to pass upon the quahhcations of the voting trustees 
as a condition of confirmation of a plan 

Control transferred to a holding company. — The sanae pur- 
poses sbught to bo achieved m a voting trust may be made 
more permanent through the device known as a holding 
company,®" The central control afforded by the holding 
company device was oiiginally used to promote and develop 
a single field of industry.®®” Unfoitunately, in the decade 
of the twenties, promoters and others perverted the use of the 
holding company. It became a device for developing the pro- 
motion of security-selling schemes, and for avoiding taxes 
The abuse of the holding company plan led to various forms 
of Fedeial legislation designed to control holding companies 
The Public Utility Holding Company Act of 1935, for exam- 
ple, controls holding companies in the electric and gas utility 
fields This and other legislation is discussed more fully 
in the chapter relating to holding compames. See Chapter 
XXXI. 

Stockholders* rights to information. — We have seen that 
the fundamental control of a corporation rests in the stock- 
holders. Their control cannot be intelligent unless they arc 
informed of the condition of the coihpany. Most corporations 
issue annual reports, some large corporations issue abbre- 
viated quarterly reports, and a few make public month by 
month the results of then operations,®^ Where no informa- 
tion is voluntarily given, stockholdeis are usually given a 
statutory right, under restrictions that will safeguard the 
interests of the corporation, to demand a balance sheet at 

A holding company is to be distinguished fiom a parent company, smoe 
the former merely holds secmities of Bubsidinnes while the latter m addition 
oaines on its own opeiations (See Chaptoi XXXI ) 

““ An eaily notable example of contiol acqniicd through a holding company 
was the formation iif 1902 of the Chicago, Rock Island and Pacific Rath oad 
Company and the acquisition by it of tlie stock of the operatmg Chicago Rook 
Island and Pacific Rinlimy Comp.any, foi which collateral trust bonds of the 
forinoi company wore given. The entuo stoiy is interesting and is told m 
W. Z. Ripley, "Railroads, Pmaiinc and Oiganisation," pages 163-156 and 
pages 627, et seq An outstanding muimplo of moio leooiit yoais is the oigam- 
zatioii of the Alleghany Coipoiation in 1929 by the Van Swormgon inlorosts 
The use of the holding company device by tho Van Swonngen brotheis in aoquiiv 
mg control of a vast network of railroads with a “shoo-strmg" investment is 
described m Report No 1466, 78d Congiess, 2d Session (1934), entitled "Stoek 
Exchange Practices," 

Annual reports of corporations have become more compiehensive since 
the economic depression that began in 1929 Some corporations adopted tho 
praofcioe, during tho thirties, of sending annual reports to employees 
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least once a year. The statutes of most States provide that 
stockholders may inspect the records of stockholding and in 
that way determine who are the stockholders of acoiporation 
to whom they can appeal for cooperative action in defeating 
oppressive acts of the directors. The statutes of th^ State 
in which a corporation is organized must be consulted to 
determine the limits of the stockholders’ rights of inspection. 
Corporations whose securities are listed on the New York 
Stock Exchange or the Chicago Stock Exchange must agree 
with the Exchange to issue annual reports. 

In the absence of a statute, stockholdeis possess the right 
of inspection of the corporate books, records, and papers for 
proper purposes, at reasonable times and places. This right 
of inspection extends to such records as by-laws, the minutes 
of stockholders’ meetings, and the stock registei , it may 
even include the inspection of the books of account and the 
minutes of the directors’ meetings, for the purpose of dis- 
covering fraud or mismanagement of the diiectors. Good 
cause, however, must be shown before inspection for this 
purpose will be granted. 

All corporations having securities registered on a national 
securities exchange, under the Securities Exchange Act of 
1934, are required to file an annual repoit with the exchange 
and with the Secuiities and Exchange Commission. The 
Commission has power to demand quarterly reports Period- 
ical reports may also be required under the Securities Act of 
1933 to keep up to date the information given m the registi ac- 
tion statement. These repoits are open to public inspection 
at the exchange on which the security is registered. Certain 
poitions, which the corporation considers confidential, how- 
ever, may be kept from disclosure. 

Another source of information for stoclcholders of corpora- 
tions whoso securities aie listed on a national securities 
exchange is the monthly summary of security transactions 
and holdings of directors, officers, and large stockholders, 
published by the Securities and Exchange Commission.®® 
While this information does not reflect the financial condition 
of the corporation, it throws considerable light upon whether 
those in control of the corporation are making unfair use of 
inside information. 

“ For excellent oxamploa of annual iieports, see C W. Qeiatenberg, “Mate- 
rials of Corpoiation Finance,” pages 62^762, 

“ See footnote 4, page 103 
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CORPORATE STOCK 

Fundamental lights of stockholders.— The fundamental 
rights of each stockholder may be enumerated as follows’ 

1. To a certificate showmg liis ownership of shares. 

2. To transfer his ownership in Ins shares. 

3. To inspect the books of the corporation. 

4. To protect the corporation against wrongful acts of 
the majority. 

6. To restrain ultra vires acta of the corporation 

6. To vote for directors. 

7. To vote on other questions affecting the corporation’s 
property as a whole. 

8. To receive dividends when they are declared. 

9. To subscribe in proportion to his holdings for any new 
issue of stock. 

10. To share in the proceeds of dissolution. 

Of these various rights, some have been explained, such as 
numbers 3, 4, 5, 0, and 7, under*the general subject of the 
management of the oorponation; 8, 9, and 10 will bo dis- 
cussed at an appropriate time later; 1 and 2 will be discussed 
under the heading, methods of issuing and recording shares, 
page 123. 

Classes of stock. — In order to modify the fundamental 
rights and to vary the risks of the owners of the corporation, 
various forms of stock have been devised. These variations 
concern either the amount of income or stability of income of 
the stockholder, his right of control,, the risk he runs of the 
ultimate loss of bis investment, the time during which he shall 
be a stookliolder, or his right to exchange his stock for other 
forms of stock or other securities. The principal variations 
we shall take up separately. 

Stock and certificates of stock. — ^But first we must be sure 
our readers understand the difference between stock and cer- 
tificates of stock. Another word may be defined at the same 
time, namely, shares. Stock is the aggregate ownership of a 
corporation, and is divided into identical units, or groups of 
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identical units, called shai^es, and is represented by written 
mstruments called certificates of stock. ^ 

Certificates of stock. — Restating what was said in the last 
paragraph, stock is ownership. Shares are units of ownership. 
The evidence of these is the certificate of stock These cer- 
tificates under modern statutes have been made negotiable.^ 
If the owner indorses them in blank, and they are lost or 
stolen and get into the hands of an innocent purchaser, the 
latter gets good title as agamst the original owner. ^ When 
certificates are lost, it is usual to notify the transfer agent 
immediately. If the certificate is not recovered, the owner 
puts up a bond to protect the company against the claims of a 
subsequent innocent purchaser and the company thereupon 
issues a new certificate. 

Methods of issuing and recording shares. — ^If Faith Jones 
pays $10,000 for 100 shares of stock of the Columbian Tiad- 
ing Corporation, she will receive one certificate certifying that 
she owns 100 shares. If, now, she wishes to sell 40 shares 
to John Smith, she will fill out the assignment as is indicated 
in the form on page 124 and will send the certificate to the 
transfer agent whose duty it is to make the transfer on the 


' la £aKlaad, tho unit shares may be consolidatod m certain cases into stock 
which is then sold by the amount and not by the unit, though sometimes 
restiiotions ui the chaitcr piovide that the amounts must be multiples of a 
certam unit, such as a pound Dividends aie paid on the amount of stock 
held, and tho stockholdci will Iiavo as many votes as am equal to the total 
amount of stock held divided by the par value of one shaie 

*For a copy of the Unifoim Stock Tiansfer Law, see C W Qerstenherg, 
“Materials of Corporation Fmanoe,” pages 111-112 

•The title to ordinary personal piopeity cannot he divested except by 
voluntary act or operation of law Smoe the Uniform Stock Transfer Law 
could not, under the Federal Constitution, be made to change contiaots alioady 
existing, certificates issued m any State before such law wont mto effect (in 
New York, Septembei 1, 1913} aio, if still outstandmg, non-ncgotiable, and 
the loser will not be divested of the title unless ho acts -voluntaiily in lospect 
theieto, or unless the stock is seized by opeiation of law, e g , m execution 
of a judgment. But if a holder of such a certificate indoises it m blank and 
entiusts it to another, who abuses the trust and sells it to an mnocent pur- 
chaser, the latter will get title by estoppel Or if a certificate dated bofoie 
the Unifoim Stock Transfer Law went into effect is mdoised m blank and 
‘is lost, and the findei fills in his own name and has the certificate trausferied 
to himself, after which he sells it to another who rehes on the fact tliat the 
corporation holds out the seller os the owner, the purchaser, while not gettmg 
title to the stock as against the ongraal ownei, will got a nght against the 
corporation for the value of the stock, on account of the false holding out 
oontamed in the certificate. See W M Fletcher, “Cyclopedia of the Law of 
ftivate Corporations,” Vol. 12, §5662 
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books of the company. “* In small companies the transfer 
agent is usually the secretaiy, and he does not make any 
special note on the certificate of the fact that he made the 
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Form of Assignment of Certificate of Stock 


transfer on the books. In large corporations it is usual to 
engage a trust company as transfer agent and it countei signs 
certificates to indicate that it has officially made the transfer 
on the books.® A further check is provided in large corpora- 


‘For a clisfUhsion of the effect ol tavilion on tho jssnanco and tiansfei of 
htoek, sec puRo 129 

‘A laigo tuiHl eonipuny in New Yoik ,City publishes tho following lates: 


TnANHlEii AorNT (brocK) 

Minimum pci iiiinum — 
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pnit thereof $600 00 

Foi tho wsuniiic of cciliflcatce in cvecee of 600, i> idi 30 

I'oi the maintLimiiic of the nc^.t 5,OOU acuniiitt m c\(.c<i^ of 600, each 40 

Foi the inttinti.imiue of the iu\l 16,000 loeoiintB in evoesi of 6,600, each 36 

For tliK maintununee of n uounts in oveeaB of 30,500, eauh 30 

For each out-of-loivn eerlihiute potted, debit oi tiodit 07^,1 

For posting out ciitihcates on tlis alosmg of a tiansfer agency, the letiiing of 
ttock, theoombiningby tinnafer orothciwise of certiAeates into Urge donomi- 
nations, etc , pei debit lertifieetc 16 

For opeiniig up new ledgers when lequiied on aOLOunt of cvehange of Btodc oi foi 

any other leoeon, pei ureount opened 16 

Foi furnishing lepoitt of tianafora 

On all agenciu with atockhnldere up to 2,600 per annum , 60 00 

On nil ageneios wi^h stoekholduB fiom 2,600 to 6,000 jici annum 100 00 

On ell ageneios with atookholdoia fiom 6,000 to 10,000 pet annum 160 00 

On all ageniiea with HtooklioldeiB m evucss of 10,000 per annum 200 00 


STOOKitaPDiiBs' Lihtb 

One list IS furnished wiUiout chaigo for eaeli ulnss of stock, toi additional lists, for 
saeli 1,000 ecuouiils , • . 

For additional m^uos of lists, foi each 1,000 accounts , 

BnoisTBAkt (Btouk) 

Minimum ohorge (per anniim) 

For legistrution of 600 eertifloalcs , 

Fot legistoiing eioh oeilificato in ovoess of 600 

For each eo>regibtiar in othei oities , . , , 

For posting out coiliOoates on the dosing of a icgistior agonoy or lolinng of stook, 
tor each certificate, . . • . . 


26 00 
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260 00 
16 

126 00 
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tions through registration. The transfer agent gives the 
agent of Faith Jones a deposit shp for 100 shares and tells 
him that the certificates for 40 and 60 shares will be ready 
for delivery in a few days. The transfer agent will then 
take two certificates already signed by the officers ,of the 
corporation and will make them up, one for 40 shares for 
John Smith and the other for 60 shares for Faith Jones He 
will cancel the old certificate for 100 shares, countersign the 
new certificates foi 40 and 60 shaies, and send all three over 
to the registrar, usually another trust company.® The 
registiar compares the new certificates with the old to see 
that the new certificates aggregate the same number of shares 
as the old certificate. He countersigns the new certificate, 
cancels the old one, and returns all three to the transfer 
agent The new certificates are then ready for delivery upon 
presentation of the deposit shp. A receipt is usually lequired 
upon delivery The old cancelled certificate is filed away 
in the transfer agent’s office. Eventually it may be cremated 
by the transfer agent along with other cancelled certificates, 
upon proper authority. 

In the case of an original issue of stock, the registrar 
makes sure that the certificates issued by the transfer agent 
do not call for more shares .than equal, with the stock already 
issued, the authorized capital stock of the company. The 
registrar, from its register, can always tell how many shares 
are issued and how many shares may be issued.’' 

Under the common law, directors may not place any 
restrictions on the free transfer of the shares of stockholders. 
Statutes, however, usually give the directors power to make 
reasonable regulations to protect the corporation and bona 
fide stockholders against loss.® 


® Stock listed on the New York Stock Exchange must be registered with 
an independent company 

’’ For detailed description of piooedure for original issuance and transfer of 
stock, see Dons and Fiiedman, “Corpoiate Secretary’s Manual and Guide," 
Chapter 25 

* Pi ©visions are somotimcs inserted m oharterre or by-laws that stock cannot 
be sold without first being olfeied to the coipoiation oi to some other person 
The courts are mclmed to uphold such piovisions generally as oontiacts between 
the company and the stockholders, so long as the lights oi innocent third 
paitios aie not injuied Thus, wheie the lestiiotion was stamped upon tho 
stock oeitificate, it was upheld in New Yoik (Moses v Soule, 63 N Y Mise 203, 
136 N Y App Div 904) and m Massachusetts (Bariett v. ibng, 181 Mass 476, 
63 N E. 934) On the other hand, the arrangement was condemned as an 
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Capital and capital stock. — Some people have difficulty in 
understanding the dilTorcncp between capital and capital 
stock. C-apit.al is the actual wealth or assets of the corpora- 
tion in inoiu'y, lu tangible property such as a factory, or in 
intangible piopori.y such a.s goodwill, “ whereas capital stock 
is the' aggregate owncnshiii in the corpoiation.^“ Capital 
vanes with the pio.spcrity of the corporation; capital stock, 
as indicated on page 130, docs not vary. One ought to 
get the idea veiy clearly that ownership of stock docs not 
really mean owneiship of the corporate assets, but ownership 
of the eoipoiation itself. 

Another word that is sometimes confused with capital and 
capital stock is capitalization. This word is generally used to 
indicate the total amount of capital liabilities of a corpo- 
lation, that is, the amount of capital stock plus bonds. In 
the following abbioviated balance sheet made up from the 
published stalemciit of a well-known company, the capital is 
$436,880,095.“ The capital stock is the sum of items 12, 
13, 14, 15, and 16. The capitalization is the same as the 
capital slock with item 17 added. 

imcluo icbtiicUon on tlic alienation ol piopoity by the oouits of Maryland 
(Victor G lUoi'do Uo v. Bloode, 81 Md 120, 34 A 1127) In Missoiui, where 
nollung will punted on the faro of tho stoeje coitifioate m to the loetncUon, it 
was not binding as to third pai tics wthout notice (Brmkoihoif-Pnms etc Co v 
Home hunibcr Co , 118 Mo. 417, 21 S W 120) 

" The wold “capital” is used in this discussion, not m tho theoretical sense 
in which it is used m discuHsions of economic tlicoiy, or m tho legalistic sense, 
but m the sense in wliK'h it is employed in ordiimi'y business tiansactions 
(Japital. in I he legalistic senso, is that portion of Uio oonsiderntmn loeivcd by 
the eoipouition upon the issu-uice of its stock which tho statute icquiros the 
eoipoiation to sot np on its books us e,(ipitiil, and which cannot be unpaired 
Lhiough tho puyment ot clnidends oi tho acquisition of the ooipoiation's own 
stock A< lount.ants quancl with tins meaning of capital, and tend to consider 
as capital tho ciitno amoiuit of cousidciatioii loneivod by the corporation upon 
oiiguml issuance ol its stock See also discussion on page 575 

Foi an msimetwo analysis of the true natuic ol capital stock, seo the pie- 
viuling and dissenting opinions m tho w-ell-know-n stock dividend case, Eisner v 
Maeombei, (1020) 2r)2 U S 189 

ijouietiiues the wnid "capital” is used lu the sense of “net capital” oi 
“net worth,” in which case the debts must bo subliacted fiom the assets. In 
the (Skamplc given, to find not capital subl,r.aet from capital items the sum of 
items 17, 21, 22, 23, and 24 In analyzing a balance sheet all fictitious assets 
such as "bond cUsrciiiut” must bo oliiumatod. As to tho reserves, good judg- 
tuenb must ho used to detonnino UiO purpose of each rcsoiwe. A reserve foi 
doprooiotwm would bo treated as a liability to bo deducted. A roseivo "for 
working oapiliil,”. such as item 19 in tho statement given might bo callod, 
ought to be treated ns a part of tho surplus, and thoipEoro should not bo sub- 
tracted fiom tho assets m dotormimng “not worth ” 
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ABBEEVIATBD BALANCE SHEET 

Assets 

1 Property — ^less depreciation , . , $304,205,071 

2 Investment in and advances to affiliated oomponips 5, 106, 55 J 

3 Tiustees’ account 4,090,300 

4 Stock, securities, etc , 6,149,664 

6 Contmgont and insuiance fund assets . . 2,228,921 

6. Defeired chaigcs to operations , 859, 336 


Cwienl Assets 

7 Inventories 

8. Accounts and notes leoeivablc 
9 Marketable secuiities 

10 U S Government soouiitiea 

11 Cash 

Total ounent assets 
Total assets _ 

LiabthlieB 

12 8% Pieferred stock 
13. 7% Cum Pieferiod stocli 

14 7 % Non-cum Preferred stock 

15 Common stock 
10 Common stock, class B 
17 Bonds . . 

18. Reserves 
19 Appropriated suiplus 

20. Profit and loss surplus 

Cun ent -Liahhties 

21. Notes payable .... 

22 Accounts payable, etc .... 

23 Inteiest aociucd 

24 Coupons payable 

Total ouiront liabilities . . . $27,143,073 

Total liabdi ties . . . $436,880,096 

Par value and stock without par value. — Sometimes the 
ownership is appraised, each share being given a par or face 
value and the entire capital stock then being equal to the par 
value of a share multiphed by the number of shares. In 
recent years many corporations have been formed with stock 
without par value. In th is latter case t^aggr^at^ owner'-' 
ship is simply dividedTmlasSalSgTltnaTGvr&nds instead- of 
“beings paid aa a percentage on the par value of the share, as is 
jEhe in. the case of stock .with par value, are paid at the rate 
*01 so many cents or doUai-s and cents per share. 

N/The isStrarhee of stock without par value was first permitted 
by the State of New York in 1912. By the end of 1922 


$30,000,000 

20,367,400 

7,040,600 

14,862,000 

67,608,600 

166,611,612 

9,196,236 

94,000,000 

10,060,674 


1,602,000 

23,777,969 

1,863,101 


60,938,306 

36,164,613 

483,614 

19,668,120 

8,085,621 

$114,340.264 

$136,880,095 
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thirty-two States had pas.scd similar laws; in 1939 only four 
jurisdictions remained in which the statutes made no pro- 
vision for non-par stock; namely, the District of Columbia, 
Nebraska, North Dakota, and Oklahoma The growth of 
the idea in practice is indicated by the following figures in 
1912, twenty-six of the 8,757 charters filed with the Secretaiy 
of State in New Yoik contained provisions for stock without 
par value (0.3 per cent) , m 1922, of the 18,227 charters filed, 
1,996 made provision foi iion-pai value stock (10.9 per cent), 
in 1938, of the 15,649 charters filed, 8,120 were authorized to 
issue non-par stock (51.8 per cent).^® 

Advantages of non-par stock. — Stock without par value 
has positive advantages which may be enumerated as follows. 
(1) The fictitious values which arise when units of ownership 
are given an official nominal value are wiped out. (2) Non- 
par stock permits the corporation to sell its shares from time 
to time at a price equal to their fair value. The corporation 
thus avoids the difficulties encountered upon an attempt to 
raise capital through the sale of additional par value shai'es 
when the stock has fallen below par in the market. This 
difficulty frequently can be overcome only by financing 
through the issuance of bonds which burden the corporation 
with fixed charges that further depress the stock of the cor- 
poration, or by a rearrangement of the financial structure of 
the corporation by amendment of its charter. (3) Non-par 
stock compels investors and regulating commissions to reject 
artificial preconceptions and to get down to intrinsic values 
as they are found in assets and earning power. (4) It is 
frequently easier to obtain the aid of underwriting houses 
in the sale of additional stock, since the legal difficulties 
involved in the issuance of par value stock and the payment 
therefor at par are avoided. 

Difficulties presented by non-par shares. — Non-par shares 
present certain difficulties, rather than disadvantages. While 

iJ« Certain types of corporations may be piohibited by statute from issuing 
non-par stock — ^for example, financial corpoiations such as banks, trust com- 
panies, insuiance companies, building and loan assooiations, etc The Public 
Utility Holding Company Act of 1935 provides that stock issued by holding 
companies for holding company purposes must be common stock with pai 
value. Under coitain circumstances, however, the Soountios and Exchange 
Commission may permit the holding company to issue no par value stock 

1 * The high percentage in 1038 is mtcrestmg in view of the organization tax 
upon stock without pai value See page 130 for an explanation of this tax 
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the nature of the consideration for which non-par stock may 
be issued does not differ from that for which stock with par 
value may be issued, the directors, who usually are authorized 
by the charter to determme the consideration to be received 
for the stock without par value, are furnished with no yard- 
stick, as in the case of par value stock, for measuring the 
amount that is to be paid for the stock. The price is fixed, 
usually, in the light of legitimate considerations such as 
appraised and sale value of assets, book values, market values 
of outstanding shares, present and probable earning power, 
market conditions, size of the issue, reputation of the cor- 
poration, and like influences. 

If the directors should fix the price of an increased issue 
of non-pai stock at a figure less than the actual value of 
existing shares, the interest of the old stockholders in the 
total net assets will be less than it was before the new stock 
was sold, since each share after the increase h^ the identical 
value of every other share of the same issue. 'Existing stock- 
holders are protected against such impairment of their capital 
by their right to apply to a court of equity to prevent a dilu- 
tion of their shares Ordinarily, the directors cannot sell 
the same issue of non-par stock to different persons at different 
prices, but such sales have beep sustained by the courts where 
it was shown that the transactions were fair and for the 
beneficial interest of the corporation. ^ 

Non-par stock presents certain 'Accounting difficulties con- 
cerned largely with determining what pari of the considera- 
tion paid for the stock is capital In the case of par value 
shares, the capital of the corporation represented by its stock 
IS the number of shares outstanding times the par value per 
share. It is important to know what the capital of the cor- 
poration is in order to be certain that creditors’ rights are 
not affected by distributions of dividends or retirement of 
stock. Unless the directors know what part of the considera- 
tion received • for non-par stock represents capital, they 
cannot calculate the surplus, and on this important figure 
depends the declaration of dividends and determination of 
financial policy. The methods used to arrive at capital where 
non-par shares have been issued are discussed on page 576. 

Taxation of stock with par value and without par value. 
The effect of taxation on stock with par value and stock 
without par value should be noted by one who is about to 
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advise on the organization of a company or on the creation 
of a new issue of stock. The issuance tax under the Federal 
law is ten cenfa on each $100 of face or par value, or fraction 
thereof, on stock of iio-par value, ten cents per share, or if 
actual value is in excess of $100, then at the rate of ten cents 
per $100, or if loss than $100, two cents for each $20 or fraction 
Lhoicof of actual value. In some States, for purposes of 
incasuiing the organization tax, stock without par value 
is treated practically as though it had a par value of $100 
{Hcc table, pages 82-83.) Suppose, for example, a corpora- 
tion is to be organized for $1,000,000 in New York, where the 
orgamzatioii tax is live cents per $100 of authorized capitaliza- 
tion, and that the question arises as to whether the company 
shall incorporate with 200,000 shares of stock with par value 
of $5 each or shall promde for 200,000 shaies of stock with- 
out par value, but to be sold at $5 each. In either case the 
Federal tax would be $1,000 if the company is organized before 
July 1, 1941, and $500 if organized later. But the New York 
organization tax foi the company with stock having par 
value Avould be $500, while the tax for the company having 
stock without par value would bo $10,000. In other words, 
to use stock without par value would cost the company 
$0,500, a very considerable item.“ 

Authorized, issued, treasury, and outstanding stock. — 
Authorized capital stock is the amount of stock which a 
corporation is empowered to issue by its certificate of incor- 
poration It does not change from time to time, unless, of 
course, the certificate of incorporation is amended. 

Revcnvio Act ot 192C, TiUo VIIT, Sohpdulo A2, as amended, le-cnaotcd as 
Spo 1802, Tut cmal Reveime Code, and amended by Revenue Act of 1939 On 
and ftttoi July 1, 1911, the lates pievaihng puoi to the amendmentB aie rein- 
stated; that IS, the ten cent tax is reduced to five cents, and the two cent Lax 
la leduocd to one cent 

opeihaps th" oigamzer of the company leferrerl to will be foresightod 
enough to take into consideration not only tho organization tax in the case of 
the yiato and what eoiieapouds to it m the Fedeial levenue system, namely 
the tax on the issuance of stock, but also the stock transfer taxes of both the 
Htato and Fudeiul goveinmonls. Tins tax lor New York, for the penod from 
June I, 1933 to .Tune 80, 1940 is Ihioo eents per shoie (whether par or no-par 
stock), but if the sollmg price is S20 or more per shato, tho tax is four cents 
pei share After June 30, 1940, the rate is one and one-half cents per share 
(whether par or no-par stock), but if the soiling price is 3S20 or more per share, 
Iho tax IS two cents per share (For onnent mfonnation on stock transfer laws 
of the several Btatos, see Prontico-Hall Stock Tiansfer Service ) The Federal 
tax for the period bcgmning June 21, 1932 to and includmg Juno 30, 1941, is 
four cents per $100 or fraction thereof of face value, or in case of stock without 
par value it is four cents on each shoie. However, if the selhng price is $20 or 
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Authorized stock is divided into unissued and issued stock, 
which terms explain themselves. Before any stock is bought, 
all the authorized stock is unissued. As it is bought and paid 
for, the company issues it. Sometimes stock is subscribed foi 
and partially paid. It is then said to be “callable stock,” for 
the directors may is.sue calls from tune to time demanding 
payment of part or all of the unpaid portion. If the directors 
may demand more than the par value of the stock, the latter 
,is said to be “assessable.” This form of stock has been 
abolished by law m many States. Where stock is part paid, 
the corporation may either withhold the certificate till the 
stock is paid in full or may issue the certificate immediately 
and mark it “part paid.”“ The effect of these operations 
wc shall consider presently. 

When stock has been issued and is in the hands of an out- 
sider, it is said to be outstanding. Sometimes a corporation 
will obtain, by purchase or gift, some of its own stock, which 
in such cases will be called “treasury stock.” 

These definitions may be summarized as follows : 

f Part Paid! [Outstanding 
[Issued 1 [ •! 

Authorized stock < [Full Paid J 1 Treasury 

I Unissued 

' t 

Liability of stockholders to pay for stock. — ^At common 
law a stockholder is liable to pay for his stock what he has 

more per shaie, Uic rate is five cents instead of four cents On and after 
July 1, 1911, the foui cent tax w leducod to two cents and the hvo cent rate 
does not apply in any case Neither the Now York nor the Federal tax is 
mcuired upon origmal issuance of the stork But let us suppose that in the 
couisc of a few years there will be sales of stock equivalent to a complete turn- 
over, that IB, that 200,000 shares will be sold. Duiing the peiiod of tho emer- 
gency lax rates, in the case of stock with par value the Federal taxes on 
$1,000,000 faoe value would be $400, whereas m the case of stock without par 
value the taxes would be $8,000 In other words, a transfei of $1,000,000 
woith of stock would cost $7,000 more if it had no par value than if it were 
given a nominal value The calculation on the basis of la'Ctis apphcable at the 
expiration of the emergency periods shows that a transfer of $1,000,000 worth 
of stock would cost $3,800 moie if it had no par value than if it wcie given a 
nominal value While these transler Saxos are not paid by the company, the 
company may wish to consider their effect on the marketab^hty ol.its shares. 

It would seem that wheie a corporation is not pi evented from doing so 
by statute, it may issue ooitificates before stock is fully paid and pay ivi- 
dends on its par value even though other shaies are paid m lull See A. 
Maohen, “Modem Law of Coipoiations,” page 4S3 As to States not per- 
mitting issue of ooitifloates, see W. M. Fletcher, “Cyclopedia of the Law of 
Private Corpoiations,’’ Vol. 11, §6161 Usually a corpoiation will agree to 
pay “mterest” on mstallments at the current dividend rate Sometimes 
interest is paid at a rate lower than the dividend latc See C W Geistenberg, 
“Matenals of Corpoiation Pmanoe,” page 1014, 
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agreed to pay. By statute in most States this liability is 
increased in favor of the creditors of the company, so that if 
a person holds stock which has not been paid up to the par 
value, he will be liable, in case of the insolvency of the cor- 
poration, to pay, as far as is necessary to pay the debts, the 
difference between the par value of the stock and the amount 
that has been paid thereon. 'Where stock has no par value, 
the amount that should be paid for stock — that is, the amount 
that corresponds with the par value — ^is usually settled by the 
directois before the stock is issued This amount may vary 
from time to time, depending on what the diiectors think the 
stock is worth, but when it is fixed the amount may for the 
purpose of fixing the stockholders’ liability be considered 
the par value of the stock.^® 

.^yHow stock may be made “paid up” or “fully paid.” — In 
most States stock may be paid for in cash, property, or serv- 
ices. In some jurisdictions, as for example, Massachusetts, 
Great Britain, and France, the laws are very strict as to the 
valuation of property or services paid for in stock. This is 
especially true under the French law, whore pioperty turned 
over to the corporation is appraised by a special comrmssaire 
appointed to appraise the pioperty (appoHs) and where the 
owners of stock received for property are not pemiittod to 
negotiate it directly for two years after it has been received 
Where it is desired to sell par value stock below par and 
to limit the holder’s, liability to the amount ho agrees to pay 
for it, the customary practice is to issue the shares in the 
fii’st histancc for some such property as a mine, or a patent, or 
for goodwill valued at the par value of the stock issued there- 
for. The vendor of the property then returns to the company 
a part of the stock he receives, and, since it has been paid 
in full with the property, it may, as treasury stock, be sold 
at any price. The fact that the person who has received the 
stock gives a part of it back gratuitously does not necessarily 


In Canada and Kngland, if the corporation does not include the word 
"Limited" as a part of its nomo, the stookhoIdeiB aro liable unhmilcdly as 
pnilncrs In a tow Slnloe the woid “Limited" or the abbreviation “Ltd " 
followiDg tho n.nno of the corpoiation may bo UHod m heu of “ Ooiporation” or 
“Ino," to mdicalii that tho organuiution it a coiporation with limited liability 
of atooklioldera Tho laws of the several States must be studied carefully to 
determine tho amount of liahihly in each juiisdietion and tho conditions under 
which tho liability arises In many States stockholders have moie or less 
unlimited liabihty for debts due laboreis tor wages. 
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mean that his property was originally overvalued. That is a 
separate question of fact that must be determined from a fair 
appraisal of the property. If a fair appraisal shows the 
assets to be worth palpably less than the par value of the 
stock, the latter is said to be “watered.” Where “stock- 
watering” is proved, the holders are generally held liable as 
they would be if they had paid for the stock an amount of 
cash equal to the appraised value of the assets. 

A mine owner has a report on his property showing it to 
contam $10,000,000 of ore which can be extracted at a cost, 
including marketing and administrative expenses, of $4,000,- 
000. He turns the mine over to a corporation for $6,000,000 
of its stock, fully paid, and gives back $2,500,000 of the stock 
to the corporation which the latter may now sell at any pnee 
One can hardly call this an overvaluation of the property. 
The mine owner is wdling to take only a part of the stock in 
order that he may get the money to turn his potential buying 
power into an active business that will yield him universally 
acceptable money Treasury stock under the circumstances 
outlined above can be given away as a bonus without render- 
mg the holders hable. 

Forfeited stock. — ^When stock is part paid, the unpaid 
balance is usually subject to “call,” that is, the directors 
may call for payment of part or all of the unpaid portion, 
provided, of course, all stockholders are treated alike. Sub- 
scription agreements to stock usually piovide that where such 
calls are not met, the stock may be sold for the benefit of the 
defaulting stocldiolder. Thus, if A owned 100 shares, 50 per 
cent paid up, and a caU was made for $10 a share, A would 
either have to pay the $1,000 or the corporation would sell 
his stock at the best price it could get. If B bought the shares 
for $80 each, $50 would be used to make the stock “fully 
paid” and the remainder, less expenses of the sale, that is, 
$3,000, would be returned to The exact rules on for- 
feiture must be consulted in the statutes of the several States 

I 


An interesting, and doubtless authentic, account of the oiigin of the term 
“watered stock" will be found in Chaptei VI, Bouok White, “The Book of 
Daniel Drew ” On the legal aspects of wateied stock, see W M Fletcher, 
“Cyclopedia of the Law of Piivato Corpoiations,” Vol 11, §5199 et seg 

“ For forms of subsciiption givmg to corpoiations the right to retain install- 
ments paid as hquidated damages, see S. Gordon, “Standard Annotated Forms 
of Agreement, ” Form 156. 
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Classification of stock. — The most usual classification of 
groups of stock is that which divides them into common and 
preferred. In England such shaies arc generally called 
“ordinary” and 'preference” shares. Formeily, the class of 
stock. with special rights was knoivn as preferred stock and the 
class with ordinary rights as common, hut the practice of 
making limitations on the r.ghts of shareholders became so 
prevalent that frequently preferred stocks were not preferied 
at all Hence arose a new method of naming stock Class “ A, ” 
Class “B,” and so on. Later variations of this method of 
classifying stock show a division of the preferred and common 
stock into Class “A,” “B,” and so on for each. The classi- 
fication of preferred stock has become usual through the 
issuance of such stock in scries, as explained on page 135. 

The classification of common stock into Class “A” and 
Class “B” came about largely to meet the demands of inves- 
tors for a share in the increased profits enjoyed by corporations 
during and following the World War. From 1925 to 1930, 
when common stocks were again in demand because of large 
earnings, classified common stock was provided for by many 
new corporations and by corporations that were changing their 
financial structure. Usually the Class “A” common stock 
IS promised dividends at a liberal rate and is made paiticipat- 
ing in the profits along with Class “B” common after a 
definite rate has been paid to the Class “B” stockholders. 
Almost invariably the voting power in a corporation with 
classified common stock rests with the Class “B” stock- 
holders, Class “A” being non- voting except possibly upon 
default in dividend payments. 

The New York Stock Exchange has established certain 
standards for preforre’d slock and will not list a stock as 
“prefoired” unless those standards ai*e met For example, 
a $5 convertible preferred stock that would bo entitled to 
cumulative dividends only to the extent earned in any one year 
woul4 not bo listed under any name above Class A common. 

Preferred stock. — Preferred stocks came into existence 
with the railroad reorganizations of the nineteenth century 
and were used, as they arc used today, to give investors some- 
thing better than common shares, but not quite as safe as 
bonda.^® The preferred stockholder usually has the ri^ts of 


“ See W. Z. Kipley, “ Railroads, Finance and Oigamzation,” page 96. 
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a common stockholder except that he is to receive a share of 
the profits annually before any profits are distributed to the 
common stockholder. Gradually, various extra rights or 
protections were given the stock, or limitations were placed 
upon it, and we have today, therefore, many different kinds 
of preferred stock. The most important of these variations 
we shall explain below. 

Preferred stock in series. — In recent years the corpora- 
tion laws of some of the States have provided that preferred 
stock may be issued in series, with such preferences, restric- 
tions, and limitations for each group as are fixed from time 
to time by resolution of the board of directors. Because the 
participation in the corporate income, preferences, and other 
privileges are not set forth in the certificate of ihcorporation, 
this form of stock has sometimes been called “blank” stock. 
The directors give to a block of the preferred stock at the 
tune they undertake its sale such attributes as will make it 
marketable. Before series stock was authorized, a corpora- 
tion could issue no other stock but that having the attributes 
prescribed by the charter; without an amendment of the 
charter no other stock could be issued, regardless of the 
financial position of the corporation and the suitability of 
the provisions of the issue to jihe demands of the times. It is 
not uncommon, as a result of the provision authorizing the 
issuance of preferred stock in senes, to find one corporation 
issuing a series of stock called the $7 scries and another called 
the $6 series, or a series of 7 per cent and another of 6 per 
cent preferred stock. The General Gas & Electric Corp. has 
authorized 660,000 shares to be issued in series. Under 
this authority it has issued the following classes of preferred 
stock $8 cumulative preferred series “A,” $7 cumulative 
preferred series “A,” $6 cumulative preferred series “A,” 
and $6 cumulative preferred series “B.” 

Participating and non-participating prefeYred stock. — 
Where two classes of stock are mentioned in a certificate of 
incorporation and one is called common and the other merely 
“7 per cent preferred,” some courts will decide that the pre- 
ferred will be “participating”; this means that the preferred 
is to be paid 7 per cent before the common shares; then, if 
profits are left, the common will be given 7 per cent ; and if 
there are any profits left after that, the two classes will be 
regarded as one class for any further distribution of profits 
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The reasoning on which this principle is based is that the 
pref cried stockholders yield nothing in compensation for the 
benehts which they receive; but they hold all the rights of 
the common shaioholders in addition to their piefciential 
rights Other courts will hold ihat the pref ei red will be 
“non-parlicipating”; that is, that the common stoclclioldcrs 
are entitled to all the surplus earnings after the piioi rights of 
the prefcried stockholders have been safeguarded The 
reasoning on which this principle is based is that in receiving 
the gi eater security for his preferential right, the preferied 
stockholder impliedly agrees to accept such right in lieu of 
equal paiticipation. 

The terms of the contract under which preferred stock 
IS issued ma}'' definitely pi escribe 'ivhether the stock shall 
be paiticipatmg or non-paiticipating. Thus, the Pi ef erred 
“A” of the Wabash Railway Company and the prefeired 
stock of the A. M. Byers Co are participating The second 
preferred of the Pacific Coast Company is participating, while 
the first preferred is not. The picfencd of the American 
Smelting and Refining Co and the prefcried of the American 
Locomotive Co aie non-participatmg. 

These arrangements are purely contractual; that is, the 
different classes of stockholders in accepting their stock make 
a contract with the corporation and with one another to abide 
by the provisions of the certificate of incorporation. These 
provision.s may be made m as many different ways as the 
founder of a corporation may imagine. The following exam- 
ples will give some idea of typical arrangements of this land 

Chicago & Northwestern Ry. . preferred 7 per cent, com- 
mon 7 per cent, then preferred 3 per cent additional, then 
common 3 per cent, then both classes share equally. 

Seaboard Ah Line Ry.: preferred 4 per cent, common 4 
per cent, preferred 2 pei cent, common remainder. 

Canada Steamship Lines, Ltd. : preferred gets 6 per cent 
and IS entitled to additional 1 per cent if dividends of 3 per cent 
per share are paid on the common, and a further additional 
1 per cent if more than .|3 per shai’O are paid on the common. 

Noa-cumulative and cumulative preferred. — If the pre- 
ferred stock is dosoiibcd as non-cumulative and dividends have 
not been declared upon the stock, the dividends omilted in 
any year do not accumulate and need not be made up, even 
though earned for the year in which the dividend has been 
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omitted.*“ In other words, since the Wabash Railway case, 
earnings can be applied in any year by the directors to neces- 
sary corporate purposes, such as an expansion program, 
instead of to dividends on the non-cumulative pi ef erred stock, 
and the stockholdeis can do nothing about it, provided the 
directors have acted in good faith. This being the rule, 
preferences in dividends are subject to mampulation. We 
may assume a case where the directors hold common stock 
amounting to $100,000 and the outsiders hold $100,000 of 
8 per cent preferred stock Let us suppose, further, that a 
fair system of accounting would reveal a piofit of $8,000 a 
year If this were divided pioperly, the preferred stock would 
get $8,000 and the common stock would get nothing. By a 
form of manipulation known even to the novice in accounting, 
the directors might show on their books no profits in one year, 
and, by reversing the process, a profit of $16,000 in the alter- 
nate years. Thus every other year the preferred would get 
its $8,000 and at the same time the common would also get 
$8,000. Each class would average $4,000 a year, whereas 
the preferred should get each year $8,000 and the common 
nothing.®^ 

To prevent this form of manipulation, preferred stock is 
usually made cumulative, so* that if the specified rate is not 
paid for one year, there arises an ariearage which must be 
made up in subsequent years before the common can partici- 
pate in the earnings. Ordinanly, if nothmg is said on this 
subject in the certificate of incorporation, the law will hold 
the stock to be cumulative and not non-cumulative. Where 
preferred is cumulative and dividends are not paid, the arrear- 


This conclusion of the Supreme Couit in Barclay v Wabash Railway 
(1930) IS oontiary to the holdmgs of several couits which eailiei had decided 
that the directors could not withhold dividends on non-oumulative stoclc m 
years when the coipoiation had earned sufficient to pay dpudends oi piooeed 
to pay dividends on the common stock m following years bcfoie making up 
the dividend on the prcfeiied stock which had been earned and omitted 
See Bassett v U S Cast Iron Pipe & Foundry Co , (1908) 74 N J Eq 668, 70 
Atl 920, afFd (1909) 75 N J Eq 639, 43 Atl 614; Day v U S Cast Iron 
Pipe & Foundiy Co , (1924) 94 N J Eq 389, 123 Atl 546, affd on appeal 
96 N J Eq 738, Collms v Portland Electiio Power Co , (1925) 7 F (2d) 221, 
affd 12 F (2d) 071 The question of whether thoie is any contiol ovei the 
board’s power to manipulate its dividends so that common stock may profit 
at the expense of the non-oumulative preferred stockholders is still vigorously 
debated. 

See illuminative articles by A A Beile, Jr , m 23 Columbia Law Rmew 
858, and W. H. S. Stevens, m 34 Columbia Law Remew, 1439. 
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ages when made up ortluiaiily do not bear inteiest. More- 
over, if they accumulate to a large amount, as they did in 
many corporations during the depression of the thirties, they 
become a bui’deii to the company in connection with future 
plans for financing, and in general are finally eliminated 
through soni(* iilan of recapitalization. The reader may 
care to investigate the attempts to clear up arrearages on the 
preferred stock of the American Hide and Leather Co., on 
which over 140 per cent was due.^® The capitalization was 
finally readjust, eel in 192.5 and the accumulations wiped out. 
Another accumulation of dividends on American Hide and 
Leather preferred .stock of $217 75 a share was wiped out in 
the recapitalization plan of 1935. In 1939 another accrual 
of unpaid dividends of |2 per shaie was cleared up. 

Sometimes stock is issued as non-cumulative and becomes 
cumulative after the lapse of a few years. This gives the 
corporation time to get on its feet before it is subjected to 
the handicap of preferred dividends in arrears. An example 
is Austin Nichols preferred, cumulative after February 1, 
1934 To prevent a burdensome accumulation of arrears, a 
limitai ion may bo placed upon the cumulative feature. Thus, 
the preferred .stock of Alabama Great Southern R. R. Co is 
not entitled to any payment of a,rrears exceeding six years. 

Protected preferred stock. — ^Thc cumulative feature looks 
backward to clear up dividends in arrears. Protected pre- 
ferred stoc.k, which wa.s firsi, issued, so for as we know, in the 
promotion of the May Department Stores Company in 1910,*® 
looks forward and provides that profits must be conserved to 
pay shortages in preferred stock dividends in the lean years 
when current profits are insufficient.** 

The plan of protected preferred stock is best illustrated by 
the diagram on page 139.** 

e 

For Bimilai diffioiiltJos of Ibe old United Stfitos Leather Co (later Central 
Loather and now ogam the United States Leather Co ) see A S Dewing; 
“Oorpottvto Promotions and Reoigammtiona," pages 16-48 

**Tho protected profoiTed sloclc of the May Department Stores Company 
Was I'clirt'd in 1027 Seo footnote 26 

•'Probably the idea of protected profenud is derived from the Fremih 
Corporation law which has boeu copied by most of the coimtiics on the con- 
tinent. Aitiolo 36 of the Law of 1867 provides that the eoitipany must put 
asido five por cent of its not profits annually as a reserve fund until the fund js 
ofUittl to ten por cent of the capital 

•‘Tho details of protected stock arc not the same in every case. ThO 
example given is a fail loinosentation of what may be expected. Por other 
examples, see the J. I. Case Co., and Frankhn Simon & Co, 
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A is the corporation; P a place representing the preferred 
stock, with sides equal in height to the stipulated rate of divi- 
dend, say 7 per cent. P is a fund, in the case of some 
corporations called the “Special Surplus Account. ” O' is the 
common stock. The certificate of incorporation provides,that 
the flow of earnings must first be used to pour 7 per cent on 
the preferred stock. The overflow then goes into the special 
surplus. We may imagine that this reservoir has spigots 



at regular intervals, say $100,000 apart. As soon as the 
special surplus is filled up to the first spigot the profits flow 
out upon the common stock, which has a wall about it equal 
in height to 4 per cent, "^^en the common stock plane is 
filled to overflowing, the profits are devoted to the special 
surplus and the spigots are automatically closed to hold the 
overflow profits Each year the profits of the company may 
flow through the same channels, giving the preferred stock 
7 per cent and the common stock 4 per cent, until the special 
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surplus is entirely filled, at which time, after the preferred 
gets its current 7 per cent, the remaining profits may go to 
the common. Let us suppose that after 1400,000 has been 
placed in the special suiplus the corporation one year fails 
by $200,000 to make enough to pay 7 per cent out of current 
earnings on the preferred stock. The corporation will sim- 
ply draw on the special surplus for $200,000 But since in 
the poor year the corpoiation should have put $100,000 into 
that fund instead of taking out $200,000, it will have to put 
$400,000 into the fund the next year before the common 
stock can share m the profits — $200,000 to make good the 
draft, $100,000 duo for the past year, and $100,000 due for 
the present year to go into the fund before the proper spigot 
is reached out of which dividends can flow to the common 
stock. Very often the fund is to be used also for redeeming 
the preferred stock This use of the fund really protects the 
dividends, since it reduces the size of the plane on which the 
7 per cent dividends must flow.*® 

Variations in risk. — ^^''e have described the usual variations 
ill stock that affect control and income; now let us briefly con- 
sider variations in risk As will be shown later in this book, 
stockholders are the risk bearers, that is, they are the last 
people to bo paid out of the proceeds of the dissolution of a 
corporation But they may agree among themselves to 
share the risks in different degrees. Thus prolerred stock 
may be made preferred as to assets as well as to dividends. 
In that case the holders of such stock will be paid back the 
par value of their stock out of what is left after satisfying the 
creditors, before the other class receives anything. Some- 
times this provision is made “non-participating, ” by which is 
meant that although the preferred stock will get one hundred 
cents on the dollar before the common shares get any, if the 
company does have abundant assets the common stockholders 
will not only gbt back their capital, but all the profits as well.®^ 


Foi piovjsions lu the cortificatp of moorpoiaUon of tho May Depaitment 
Stores Co covering this device for its 7% cumulative preferred stock, which 
was rotirod in 1927, sec 0. W. Gersleiibcrg, "Materials of Corporation Ifmanee," 
pages 107-110 

» For fmthor explanation of this subject see pago’764. Preferred stock of 
the United States Steel Coriioration is non-participaling See C W Gorsten- 
berg, "Materials of Corporation Finance, ’’ page 61. Sec also i&id, pages 103 
and lid 
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Redeemable or callable stock. — Sometimes stock is made 
redeemable or callable. The option to accomphsh this always 
belongs to the corpoiation, because the redemption can take 
place only to the extent that the corporation has a surplus. 
Thus the original capital is not leturned to the stockholders, 
but they are given the piofits of the company provided they 
surrender their stock The shares to bo redeemed are fie- 
quently drawn by lot, though m some instances the redemp- 
tion IS pro rata, that is, an equal proportion of the shai’es of 
each stockholder is called In most cases stock can be, and 
often IS, bought in the open market at not .more than the 
redemption price Most of the preferred stocks issued in 
lecent years have been made redeemable 

^^^lere theie is no provision in the charter for redemption, 
the company may attempt the same thing by buying m its 
stock. Such purchases may bo made by separate negotiation, 
by pui chase through a broker on one of the stock exchanges, 
or through a general offer to the stockholders to purchase 
shares of stock from them. Such pm'chase is usually sanc- 
tioned by the courts, provided the assets used for that purpose 
are not needed for taking care of the present creditois 

Whether stock that has been redeemed may be reissued, 
depends on the charter and on the local statutes. Frequently, 
the charter provides that redeemed stock shall be canceled 
Redemption may affect control. — ^Where several classes of 
stock are outstanding and one with voting power is redeem- 
able, the corporation may wipe out its voice in the control by 
redeeming it.^® Thus, in 1917, a Massachusetts corporation, 
the Union Mills, Inc., wanted to change its domicile by 
reincorporating in New York Those stockholders who con- 
sented received the New York company’s stock for then* old 
stock. The stock of those who neglected to register then- 
assent was redeemed and thus the old company got rid, in one 
way or another, of all its stockholders. 

Other effects of redemption, — The redemption feature 
may keep the pi ice of a stock down, for people will not be 
wilhng to pay much above the redemption price if they are 

See W M Fletcher, "Cyclopedia of the Law of Private 'Corporations,” 
Vol 6, §2845 el aeg 

»»SeeW Z Hipley, “Railioads, Pinanoe and Organization,” page 406 See 
foi example the story of the quarrel between Hill and Haniman m the Northern 
Pacific comer of 1901, G. Pyle, “The Life of James J HiU,” and J G Kennan, 
“E H Harriman,” 
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hkely to get the rodomption price back shortly after their 
purchase. For example, in 1913 National Lead prefoired, 
which was paying 7 per cent dividends, sold at 108, while the 
common paying 3 per cent sold at GO. The preferred ought 
to have sold at 140, then its yield on Ihe amount of the 
investor’s capital tied up in the slock would have been 6 per 
cent — the same yield as that on the common. But people 
were unwilling to put S140 into a share of preferred which was 
redeemable at par, and which, according to rumor, was 
actually '“slated” to be redeemed. To prevent a similar 
situation, preferred is often made redeemable at a price above 
par. Usually the redemption price includes all dividends in 
arrears. Notice of redemption is generally required, from 
ten days to several months being not unusual, and the actual 
date of redemption is generally required to be one of the 
regular dividend dates. 

An interesting example of the effect of redemption on 
income was the redemption at 130 of 25,000 shai*es of pre^ 
ferred stock of the Washburn Wire Company, The premium 
cost the company 1750,000, but it helped the common stock- 
holders, siiico the charter provided that the preferred stook- 
holdcis should .shaie equally with the common stockholders 
in all earnings aftc.r the common had received 8 per cent, and 
also because the company was in a po.sition to pay large 
dividends. An occa.sional complaint of common .stockholders 
is that the (iompany ha.s failed to take advantage of oppor- 
tunities to redeem an outstanding is.sue of preferred stock 
and thereby strengthen the dividend prospects of the common. 

Sinking fund stock. — ^Redemption also is looked upon as 
affecting risk. Ordinarily, a stockholder does not get his 
investment back from the company until it dissolves. If he 
is to get it back sooner, his risk will terminate sooner. When 
redemption is based on a provision requiring the company 
to .set a.side oul of earnings every year a certain fund looking 
eventually to the accumulation of an amount large enough 
to retire the entire preferred stock issue, risk, it is believed, 
is reduced to a minimum. Where a fund is set aside, it is 
usually calculated as a percentage of the amount of preferred 

® In praotaco, tho stiooklioldar may get his mvestmenl) l)aek, less lossos, by 
selling lo an outador. In, tho ooso’ of large corporations with listed stock, the 
ability to “hciuulale” the invoalinent is an unportant element of the investment 
status of 'the stoek. 
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stock outstanding, or a percentage of the net income, or it is 
fixed at a minimum in dollars to be set aside before dividends 
can be paid on the common stock, or before dividends can be 
paid on the common stock in excess of a given rate. Shell 
Union Oil Co. is a fair example. 

Convertible stock. — Convertible stock is stock that is 
convertible into some other form of security. Usually, 
conversion is at the option of the stockholder and permits the 
conversion of senior securities into junior securities of the 
same company. A wide demand for convertible pi ef erred 
stock developed dming the prosperous years 1925-1929, 
laigcly on account of the phenomenal rise in the values of 
common stock during that period. Moody’s "Manual of 
Industrials for 1938” hsts about five bundled industrial 
convertible stock issues, somewhat less than the number that 
appeared in its 1930 compilation. 

An example of the value of the convertible privilege is 
found in the case of the Gulf States Steel Co. In 1917, the 
first cumulative 7 per cent preferred stock, preferred as to 
assets as well as to dividends, sold at 115, while the second 
preferred, which was non-cumulative and paid only 6 per 
cent, sold at 190. Why the difference? The second pre- 
ferred was convertible into common, and since both preferred 
issues were non-participating and since the company was 
enjoying laige earnings, the second preferred was able to 
participate m this prosperity through conversion mto the 
common. A great many of the holders of the second pre- 
ferred stock took advantage of the situation. The balance 
sheet of the company for 1916 showed $1,685,000 of this 
issue outstanding. It was reduced to $860,000 in the 1917 
balance sheet, and to $85,700 in the 1918 statement. By 
1924, all the second 'preferred stock had been converted into 
common stock. ^ 

If a class of stock is redeemable, the company may in effect 
exercise the option of conversiqja by calling the stock for 
redemption and then offering m place of cash another class of 
stock. Burns Brothers, the large eastern retail coal company, 
effected a conversion m that way in 1917. 

Stock ordinarily cannot be made convertible into bonds 
except at the option of the company; otherwise, stockholders 
would convert their stock mto bonds when a company 
became insolvent and thus would get an advantage over 
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creditors. A rule contrary to the one given would permit 
the stockholders to have their cake after eating it. 

Where convex sion ot stock into bonds at the option of the 
company is permitted, it is limited to an amount equal to the 
surplus or undivided profits of the company. This prevents 
the breach oi a well-known rule of corporation law, that the 
corpoiation cannot chrectly or indirectly give back to the 
stockholdeis any of their contributed capital except through 
an amendment of the cci-tificate of incorporation. 

Wheie one class of stock is convertible into another class, 
and one or the other has limited voting powers, a conversion 
of one class into the other will affect the voting control of the 
company. 

Conversion rate or price. — The conversion instrument 
expresses the rate at which the corporation will exchange the 
convertible shares, upon exercise of the conversion privilege, 
in terms of the number of shares into which the security is 
convertible, generally called the “conversion rate,” or the 
price per share at which the new shares arc issuable, generally 
called the “conversion price.” In the case of industrial 
convertible issues, the rate is usually expressed in terms of so 
many shares of common stock for each share of convertible 
preferred. For example, the couvoiKion rate of the $5 con- 
vertible prior preferred stock of the American Ziiio Load & 
Smelting Co. is four shares of common stock for each share of 
prior preferred stock The conversion privilege of the 5 per 
cent non-cuinulativc preferred stock of the Hudson & Man- 
hattan U. R. Co. is expressed not as a certain number of com- 
mon shares for each share of prefei rod stock, but as one share 
of common stock taken at $no a shaic for one share of pre- 
ferred; this means that to receive ten shares of common the 
holder of preferred stock must give up eleven of his shares. 

Limiting thp conversion period. — An increase in the earn- 
ings of the corporation, which will be reflected in the market 
price of its common stock, ■j^ill cause many of the convertible 
security holders to exercise their privilege. If the corporation 
wishes to be able to force a conversion, which it is likely to 
desire when the earnings of the corporation are causing the 
value of the common stock to nso out of all proportion with 
the “conversion rate” or “conversion price” as originally 
worked out, it may mgke the convertible stock redeemable 
at a fixed price at any time upon a certain number of days’ 



CORPORATE STOCK 


145 


notice. For example, the United Biscuit Co. 7 per cent con- 
vertible pi ef erred stock is callable at any time on sixty days’ 
notice at 110. The conversion privilege on redeemable stock 
usually extends to any time on or bcfoie the redemption date. 

Another method of limiting the time during which, con- 
version may take place is to fix a final date for the exercise of 
the conversion privilege. For example, the per cent 
cumulative prefeired stock of the Ameiican Brake Shoe and 
Foundry Co. is convertible mto common stock at any time 
up to June 30, 1941. 

Some issues of convertible stock provide different con- 
vex sion rates for diffcient conversion periods, giving the first 
period the most favorable conversion price, and thus encourag- 
ing early exercise of the conversion privilege. For example, 
the Contmental Department Stores, Inc. $3.50 cumulative 
convertible stock. Series “A,” was convertible into one non-par 
common share at any time up to December 31, 1930, inclusive, 
into three-quarteis of a share of common up to December 31, 
1932, mclusive, and into one-half share of common up to 
December 31, 1934 

Dilution or change of the conversion privilege. — ^Where one 
class of stock is convertible mto another class, any change in. 
the financial structure of the, corporation may dilute, change, 
or" destroy the conversion privilege, and the corporation as 
well as the holder of the convertible securities must watch 
the effect of a proposed change. The following changes, for 
example, may reduce the value of the conversion piivdege* 
a split-up of the shares issuable upon conversion, or a change 
in such shares; a stock dividend; a sale of additional shares 
issuable upon conversion for less than a certain price; the 
issuance of subscription rights; the distribution of assets to 
the holders of senior securities; the issuance of other classes 
of stock having a preference upon redemption, liquidation, or 
dissolution; the issuance of another class Mf convertible 
securities offering the privilege of conversion into the same 
class of stock at a price lower than that offered to the first 
class of convertible stock. A consolidation, merger, sale of 
assets, or dissolution may wipe out entirely the conversion 
privilege.®^ 


>1 For a full treatment of this subject, see Hills, “Convertible Seounties 
Legal Aspects and Draftsmanship,” Columbia Law Jteview, Novcmberi 1030 
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Protection against dilution of conversion privilege — 
Unless the corporation has obligated itself by contract to 
protect the holders of convertible sccuiities against dilution 
of their conversion privilege, it is not required by law to do 
so, foi, as Ml. Justice Holmes has stated, the conversion 
privilege is simply an option to take stock as the stock may 
turn out to be when the time for choice arrives Usually, 
however, the document setting forth the terms of the con- 
version — that is, the certificate of incorporation in the case of 
convertible stock, and the deed of trust or trust mdcntuie in 
the case of other convertible securities — contains provisions 
to piotcct the interest of holders of convertible stock against 
dilution, change, or destruction of the conveision privilege. 
The piotection aims, through restrictions and adjustments 
of the conversion pi ice, to give the holder of the convertible 
stock what he would have received had he eonvoited his 
shares immediately before the change affecting the conveision 
privilege. 

Thus, the protection afforded in case of a split-up or 
combination into a lesser munber of shares of the stock issu- 
able upon conversion, takes the form of a piovision that the 
number of shaics issuable upon conveision shall be replaced 
by the nunibor of the subdivided or consolidated shares, as 
the ciisc may be. Frotect.ion o{ the same older is pvo\'ided 
in ease the shares issuable upon conversion are changed into 
the same or a different number of shares of any other class or 
classes. 

One form of protection against a stock dividend is to pro- 
vide that the holder of the conversion privilege shall be 
entitled to receive the shares therefor issuable upon con- 
version, together with the dividend stock which would have 
been issuable if the conversion privilege had been exercised 
immediately prior to the record date of the stock dividend. 

The protection against the issuance of additional shares 
at loss than a fixed price is an adjustment m the conversion 
price. An excerpt from the certificate of incorporation of 
the United Artists Circuit, Inc. illustrates a common form of 
price adjustment: 

The prioo at which oommou stock shall bo issued upon conversion of 
preferred stock shall bo forty dollars ($40) per share (horeinaftor called 


Parkinson T. West End Street Ry Co., (1809) 17S Mass. 446, 63 N. E. 801, 
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the base convei&ion piice), provided, however, that in case common stock 
in addition to the five hundred thousand (500,000) shares of common stock 
to be piesontly issued, shall bo issued as a stock dividend or at a price or 
pnoes which shall net the Coiporation less than foity ($40) per share, then 
the conversion piioe (heicmafter called the leduced conveision piioe) 
foz each share of such common stock shall be determined in the following 
manner The aggicgato value ot said five bundled thousand (500,000) 
shares of common stock at the basic conveision piico poi share, plus the 
aggregate amount of money, oi the value m money of the piopeity, if 
any, for which all additional common stock shall have been issued or sold 
shall be diinded by five hundred thousand (500,000) inci eased by the 
number of shaies of all additional common stock issued oi sold other than 
upon the conveision of preferred stock, and the quotient resulting from 
such division shall be the price per share at which common stock shall be 
issued upon conversion of prefened stock; . . . 


To illustrate the mathematical working out of this adjust- 
ment, let us suppose that the above company issues 100,000 
additional shares of common stock at $30. The reduced 
conversion price would be found to be $38,333 as follows: 


(500,000 X 40) + (100,000 X 30) 
500,000 + 100,000 


= $38 333 


This is the simplest method of conversion price adjustment. 
In many instances, because of changes m the conversion price 
from period to period, elaborate methods of conversion have 
been provided.*® * 

A further protection against the dilution of the conversion 
privilege requires that, in the case of a stock dividend upon 
the shares is.suable upon conversion, or distiibutions other 
than cash dividends at a certain rate per share in any one year 
to the holders of the shares issuable upon conversion, or in 
case of the authorization or offer for subscription of additional 
shares issuable upon conversion, the corporation shall give 
the holders of the convertible shares previous notice of the 
day (whether or not determmed by closing the books) as of 
which the stockholders of record shall be entitled to 
participate in such dividend, distribution, or subscription 
rights, in order that the holders of the convertible shares may 
exercise their conversion pnvilege and be entitled, m respect 
to the shares resulting from the conversion, to receive such 
dividends, or other distribution, or to exercise such sub- 
scription rights, as the case may be. 

See, for example, the adjustment provisiona m the mdenture of the 
Atnarinnn I G Chemical Corpoiation, and I G Farbemndustno Aktienge- 
Bdlsohaft, with the National City Bank as Trustee, dated Mar 1, 1929.' 
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The protection against destruction of the conversion 
privilege in case of consolidation, merger, or sale of assets is 
illustrated with regard to convertible bonds on page 254. A 
similar provision can be made for convertible stock. 

Conveitible stock and the market. — The convertible 
issues of a corporation will frequently reflect the market 
position of the stock into which the shares are convertible. 
Thus, if the corporation is prosperous and its shares issuable 
upon conversion rise on the market, the convertible shares 
will also go up in price. If the earnings on the shares issuable 
upon conversion decline, the convertible preferred shares 
win decline also, but they will always maintain a relationship 
to the value of the securities aside from the conversion 
privilege. For example, notice the price range of the stock 
of Hershey Chocolate Coipoiation which had outstanding, 
in addition to common stock, a 6 per cent cumulative prior 
prefeired stock (non-convertible) with a first preference as 
to assets and dividends, and an issue of convertible prefen ed, 
non-par stock which had a second preference as to assets and 
dividends ($5 per share) and was con/ertible shaie for shaie 
into common sLock.®^“ During 1927-1929 the price range of 
those shares was as follows: 

. 1027 1028 1920 

Prior picfcricd lOlJ^-9954 105 -lOOH 106?^-101 

CouvcrtiblQ pioCcriod . 76ii-70ii 80 - 70H 143H-60% 

Common . 4.0H-3lli 72)i-30*i 143%- 46 

Enimngs pci shaio of common ... $3 45 $6 69 $8 13 

Frequently the corporation, or the bankers who have 
maiketed the stock of the corporation, will want to maintain 
the market price of the corporate securities in the interest 
of future financing. If the corporation has both convertible 
preferred stock and common stock outstanding, it is necessary 
to support only the price of the common stock, for the con- 
vertible feature of the preferred stock will cause that stock 
to move in harmony with the stock into which it is convertible. 

Since convertible preferred stocks do not have the security 
or stability of convertible bonds, the use of convertible 
preferred stocks to cover the short sale of common stock is 
hardly possible. For an explanation of the use of convertible 
bonds to cover short sales of stock, see page 249. 

The 6 % oumulativo prior piofened was retired dunng 1930 The eon- 
TQitible preferred thus acquired a first prefer ence as to assets. 
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Stock purchase warrants. — Closely related to convertible 
preferred stocks are preferred or senior issues of stock that 
carry with them warrants entitling the holders to purchase 
common stock of the corporation at a certam price. This 
feature, like the convertible feature, makes the securities to 
which it is attached attractive and marketable at the time 
of original issuance Purchasers who want the security of a 
preferred issue with the possibihty of a speculative piofit, 
will buy the stock to which the stock warrant attaches, 
expecting to exercise the warrant if the stock purchasable 
therewith should rise in value above the price at which it 
can be acquired with the warrant 

Stock purchase warrants have been attached to issues oi 
common stock and in many instances to issues of bonds and 
notes They have also been issued along with shares given 
in exchange for securities upon consolidation of corporations, 
and upon rcorgamzation of corporations Option warrants, 
otherwise known as stock purchase warrants, have also been 
issued independently of any sale or exchange of securities.®* 
The essential difference between the convertible feature 
and the stock purchase warrant is that the warrant is exer- 
cised by the purchase of the common stock for cash, while 
the conversion privilege is exercised by the surrender of the 
convertible stock foi the stock given in exchange therefor. 
The corporation’s capitalization increases with the exercise 
of the warrants, whereas in the case of convertible securities 
one class of securities is diminished and another increased 
Some instruments creating stock purchase wan ants provide 
that part or aU of the proceeds received from the exercise of 
warrants shall be used to retire preferred shares by redemp- 
tion or purchase at a price not exceeding the redemption 
price, thus checking an expansion of capitalization. 


536 Wairants have been used solely to provide a method of piomoters’ 
piofits without “wateiing" the capital stiuctuie of the corporation The 
perpetual option wai rants issued by United Corpoi ation are an example Fora 
discussion of these wariants, and of objections m geneial to peipetual wariants, 
see 37 Colurnbm Law Review 798 

Stock purchase wairants olloied pubhely, independently of any sale oi 
exchange of securities, must be registered under the Securities Act of 1933, 
whethei they are exercisable immediately or m the future, since they come 
within the definition Of a security Stock purchase warrants offered m con- 
nection with an issue of securities must be legistercd with the security, if the 
seounty is requued to be registered 
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Detachable and non-detachable warrants.— Warraiitp are 
nMially (U'In ''liable nistmnienl.s that may be purchased and 
sold apart from the secunly to which they weie oiiginally 
attached lu many casos, however, the warrant is made non- 
dctaehfible, oi non-dot achablo for a cert, am period and there- 
after detachable If the waiiant is non-dntachable, there can 
be no maik(‘i. in wan ants alone, and the warrant may be 
exercised only by pi o.sont.ation theieof attached to the stock 
certificate oi other security. Upon presentation of a stock 
certiticate, for example, with w'arrants attached and an amount 
sutfirient to pay for the stock pur(fha.sable with the warrants, 
the holdei may receive, in addition to the newly acquired 
■stock, a new certificate foi the shares without warrants, or 
the same ceitiflcate with the warrants detached. Should the 
holder of a ccitificate with non-detachable warrants want to 
exercise the option to purchase less than all the shai’es purchas- 
able under his warrant, he may, under provisions gencially 
made in the wai'rant instrument, present his certificate with 
the warrant attached to the transfer office of the corporation 
and gel two or more certificates aggregating the number of 
shaves presenficd with warrants attached thcicto. This 
rearrangement of certificates permits him to present warrants 
entitling him t.o imichiuse .siic.h»an amount of shares as he 
desires. 'Frequently, wairants nie instruments entirely ihs- 
tiiic-t and apart from the stock certificate. 

Limitation of slock ptirchaso privilege. — Htock purchase 
warrants may be, and usually arc, limited in time, as in the 
case of conversion rights, or they may be scaled to permit 
the exorciho of the wan-aut at a certain price during one 
period and at increasingly higher prices during lat.or periods 
For example, Distillers Corp.-Seagrams, Ltd., issued warrants 
entitling each pi eferred sliareholder to purchase one share of 
common stock for each share of preferred at any time up to 
April 30, 1938,* inclusive, at $28 per share; Lhcreaftei up to 
October 31, 1939, inclusive, nt $30 per share; j.hereafter up 
to October 31, 1941, inclusive, at $32 per share. Warrants 
were not exercisable separately from the stock prior to May I, 
1938. The warrants are void after October 31, 1941.®® 

Tho slook lyiirohMo wanants of the AsBooiatod Tolophono Utilities 
Company expired daring a period of buHiness and stock market depression 
.before they bad had a chance to become valuable Tho ooipomUon therefore 
extended tho period of the warrant one year. 
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The period may be based upon the number of shares pre- 
sented instead of upon time. For example, Class "A" shares 
of the Dmlder Hotel Co., Inc., were issued with detachable 
warrants entitling the holders to purchase the equivalent 
amount of common at $15 per share in case of warrants Qn the 
first 10,000 shares presented, at $18 per share on the second 
10,000 shares, and at $24 on the remaining 10,000 shares. 

The effect of making the purchase price higher as time 
goes on is to hasten the exercise of the privilege. Limiting 
the period duiing which the warrants are vahd is intended to 
prevent dilution of the securities after they have become 
seasoned 

Purchase and sale of warrants. — Detachable warrants, or 
separate stock purchase wan ants, may be bought and sold 
m the market. So long as the market price of the stock 
puichasable with the warrant is higher than the warrant 
price, the warrant has a definite exercise value. The warrant 
may be worth more than the actual difference between the 
market pi ice of the stock and the exercise price, for it may 
have a value added to it by the prospect of its beconnng more 
valuable. Warrants may also have a value at a time when 
there is no difference between the market price of the stock 
purchasable with the warra,nt and the warrant price. For 
example, the Alleghany Corporation has outstanding a 5 ^ 
per cent cumulative preferred stock with warrants permitting 
the purchase of common stock at $30 a share. The price of 
the stock with wai rants was quoted at the end of October, 
1929, at around $103 a shaie and the stock ex-warrants was 
selling at the same time at around $90 per share The 
common stock quotation at the same time was about $30 a 
share, or exactly the price at which the stock could be obtamed 
upon exercise of the warrant. This would mdicate that the 
warrant had a speculative value of $13. 

Trading in warrants was popular during the stock market 
boom of the late twenties, because it permitted holders to 
make a profit through rises in the value of stock, without tying 
up more capital than was represented by tho cost of the 
warrant. 

The stock purchase warrant may be used by one engaged 
in a short sale of stock to protect himself against heavy losses. 
If the stock sold short fails to move down as expected, but 
rises instead, the holder of the warrant can always obtain 
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the stock by exercising the warrant and paying the subserip- 
tion pi ice 

The New York Stock Exchange rule governing tiansae- 
tions in securities having subscription warrants attached is 
that such ti ansacitioiLH, except those made specifically for 
cash, 'shall be ex-wiirrant on the full business day preceding 
the dale of cxpnalion of ihe wan ants, except that when the 
date of expiration occuis on a holiday or half-holiday, such 
tiansactions are ex-warrants on the second full business day 
preceding the date of expu'ation.®^ 

Dilution, change, or destruction of stock purchase war- 
rants. — The same changes m financial structure that dilute, 
change, or destroy the conversion privilege will affect similarly 
the rights and interests of the holders of stock purchase 
warrants. To protect the holder of the warrant against an 
impairment of his interest, the instruments creating the stock 
purchase warrant usually make provision similar to that 
described with lospect to convertible stock on page 146. 

As in the case of convertible stock, an additional issue of 
share, s purchasable with the wai rants, or a sale of such shares 
at a price lower than the suhscription price to the warrant 
holder, will i educe the value of the stock purchase warrant. 
The iLsual pro(.ection against such changes is an adjustment 
of l,hc price to lie paid for tho stbek as well as of the number 
of .=.haros purchasable. A redemption of the stock to which 
the warrants are ui inched would destroy Ihe waiTant. To 
protect tlie holders of such ivarrants, many corporations 
have provided that if the stock is redeemed on or before a 
certain date the holders of unexercised warrants will be 
entitled to exorcise the warrants up to a certain later period. 
Such a piovision was found in the warrants attaching to the 
preferred stock of the Mangel Stores Corporation. Or' the 
protection may consist in issuing a similar detached warrant 
if the stock is ijodeemed before the wan ant is exeicised. In 
other words, the warrant does not cease with the redemption 
of the security with which it was originally issued See page 
267 for illustrations of other treatnioiits of stock pui chase 

’■'“fioo page 210 for an ovplanation of shoit sales of slock Sco Stock 
Etolianpe Piaotices, Enpoit No 1155, 73d Congicbs, 2d Session, p 51, for 
examples of piofils made by sboil srlling against options 

Any warrants tiaded in on a national secuntios exchange, which ore not 
exempt under tho lulcs of tho Soountios and Exchange Commission, must be 
registered with the exchange on which they are Uaded, under the provisions of 
the SocunUos Exchange Act of 1Q8A, 
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warrants in case of redemption of the securities with which 
they were originally issued. 

Disadvantages of stock purchase warrants. — The use of 
stock purchase warrants is a comparatively new form of finan- 
cing, all the legal mcidents of which have not yet been worked 
out. It is incumbent upon the corporation, in the issuance 
of stock purchase warrants, to consider how the rights of 
the privilege holders and of the shareholders will be affected by 
the use of warrants, and to protect those rights. If the cor- 
poration does not act with circumspection, it may find itself 
involved in legal battles and subject to liabilities for damages. 

Since the exercise of the stock purchase warrant is at the 
option of the holder of the stock, the corpoiation may be 
furnished with cash at any time whether it is in need of cash 
or not Usually the warrant is exercised when the company 
is most prosperous, and therefore when it is least in need of 
additional capital. 

The use of the stock purchase warrant ties up a certain 
amount of unissued common stock for an indefinite period 
and prevents the issuance of that amount of stock at one time 
for a lump amount of new capital when needed. On the 
other hand, corporations that are growing and that are 
regulaaly in need of capital may find the stock purchase 
warrant an excellent device for obtainmg capital to meet a 
growmg capital requirement. 

If the corporation is successful, the price fixed m the stock 
purchase warrant may become much lower than the ascending 
value of the stock purchasable with the warrant. This 

leads to the disadvantage that those holding the shares 

purchasable with the stock warrants will find the book value 
of their shares, as well' as their participation in the earnings, 
constantly subject to dilution. For example, suppose the 
corporation has outstanding 10,000 shares and its balance 
sheet is as follows: * 

Assets .. ... $2,000,000 Capital stock (10,000 

shaies, par value of 

$100 each) . . $1,000,000 

Liabilities 600,000 

Surplus 500,000 

$ 2 , 000,000 $ 2 , 000,000 

Each share has a book value of $150 Suppose the corpora- 
tion has outstanding warrants entitlmg the holders to purchase 
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5,000 shares at SI 10; wc must assume that at the time this 
wai’iant price was fixed $110 lepresentcd substantially more 
than the book value of the stock at that time. Suppose now 
that all the option holdeis exercise their options The result 
will be the following balance sheet. 


Assets 


?I2, 550,000 


Cupit.ll stock (15,000 
shaies, pai viiluo of 
RlOO each) 

Paid-m Smplus 
Suiplus 

Liabilities . . 


$1,600,000 

50,000 

500,000 

500,000 


82,550,000 $2,550,000 

The book value of each share has fallen to $136 66? 3, and all 
future profits must be divided among 15,000 shares. Unless 
the corporation makes public the amount of options or stock 
purchase warrants outstanding, investors cannot tell to what 
extent this dilution is likely to take place. For this reason, 
the registration statement lequircd to be filed under the 
Securities Act of 1 9.33 before securities can bo publicly offered 
for sale calls for complete infoimation as to options outstand- 
ing or to be created in connection with the issue covered by 
the legistration. Similarly, information ns to options out- 
standing or to bo created is required in connection with the 
registration of securities on a national securities exchange, 
under the Securities Exchange Act of 1934. (See page 369.) 

Whore the stock purchasable with the warrants has voting 
power, exercise of the privilege may affect the voting control 
of the company. 

General lights of preferred stock. — Having desciibed the 
classes of stock that aie usually found in a corporation, we 
may now inquire into the rights which a preferred stockholder 
has in the absence of a special contract. Suppose, for 
example, that a ceitificate of incorporation provides that the 
stock of the cdmpaiiy shall be divided into two classes, 7 
per cent preferred, and common. What are the rights of the 
holders of, the preferred stock? The general rule is that in 
the absence of a special contract the preferred has all the 
rights of the common. Hence the preferred would be voting, 
not preferred as to assets, not redeemable, nor convertible, 
nor protected. Some courts say that it would be pairticipat- 
ing; others that it would not. The apparent exception 
to the rule is that in moat States the preferred stock will be 
deemed to be cumulative and not non-cumulative. 
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Other classes of stock. — Certain terms which are used to 
describe shares of stock may be briefly referred to hero. 

Pnor preference. — Sometimes, after preferred stock has^ 
been issued, another stock, which in effect is a first preferred * 
but which IS called prior preferred, may be issued with the 
consent of all the stockholders. Pere Marquette Railway Co. 
gave the name of prior preference stock to a class of stock 
in its reorganization of 1917. See also pnor preferred 
stock of the Market Street Railway Co , of San Francisco. A 
classification of preferred stock in older of priority also gives 
rise to the titles "first prefen'ed” and "second preferred.” 
The title of a stock does not necessarily show its rank, the 
choice of name frequently having been detei mined by popular 
designations at the time the issue was created. 

Deferred stock is stock on which dividends arc to be deferred 
until payment has been made on another class. It is usually 
created m connection with some form of readjustment of the 
capitalization. 

Guaranteed stock is a term sometimes used as a synonym for 
preferred stock, but when so employed is a misnomer, for a 
company cannot "guarantee” dividends on its own stock. 
The title is correctly used when apphed to a stock, the 
dividends on which are guaranteed by another corporation 
For example, a parent company may guarantee dividends 
on the stock of a subsidiary, and m that event the guarantee 
amounts to a debt owed by the parent company to the 
stockholders of the subsidiary, conditioned on the failure 
of the subsidiary to pay its own dividends.®* Examples of 
guaranteed stock in American finance are numerous. The 
Atlantic Coast Line, for example, guarantees dividends on 
the 6 per cent cumulative preferred stock of the Atlanta, 
Birmingham and Coast R. R. 

Special stock is very much like debentures, issued under 
the terms of a special statute of Massachusetts. Dividends 
on this stock are a debt of the company and all the general 
stockholders are liable personally for all debts and contracts 
of the company until the special stock is fully redeemed. It 
is not used now, so far as we can ascertain 

Debenture stock is an English term. It really does not 
indicate a share of stock at all, but means a bond; if the term 


“ See Wmdmuller v Standard, etc , Co,, (1006) 106 N, Y, App, Div. 246, 
affirmed without opimon in 188 N Y. 672 
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IS used in this country it is generally used to indicate what is 
usually termed debenture bonds. It is mo.st frequently 
used in connection with government finance 

Founders’ or vianagement sliares arc more frequently used 
in foreign than in American corporations. Generally they 
answer to the definition already given of deferred stock, 
though the term i.s sometimes applied to shares of stock the 
holders of which have contiacls essentially different fiom 
those of the holders of defeircd stock. Founders’ shares 
are usually issued in smaller amounts than other classes of 
stock, and generally cairy dividend piovisions that encourage 
the directors or founders, who are the holders of such shares, 
to increase the earnings of the corporation.’® Frequently, 
they are the only class of stock with voting power, but, 
provision is made that other classes of stock shall share the 
voting power with the founders’ stock if dividends on such 
other stock arc not paid. Thus, the holders of the founders’ 
stock of the New York Shipbuilding Corporation have exclu- 
sive voting powci unless dividends are in an cars for one 
year on the 7 per cent cumulative preferred, when preferred 
hharcs have equal voting powci with the founders’ shares. 

Founders’ shares would be better named if they were called 
management shares, as they were by the Fisk Rubber Co., 
which had a small amount of such stock outstanding piior 
to its reorganization in 1933. Charles E. Hires Co has 
issued a nominal amount of mamigemcnt shares, all of 
which are hold by the Hu as family, which has the exclusive 
right to elect directors up to December 31, 1960, piovided 
dividends of per ahai’C are not in arrears on Class “A” 
stock, in which event aU shares have equal voting power until 
the default is corrected. 

The Goodyeai Tire & Rubber Co. issued in its reorganiza- 
tion of 1921 D, nominal amount of management stock to a 
group of people representmg the bondholders Bankers who 


® Hoinntinips tlu* l.oim debenture Rtoelc is used lu American companies 
to iudionte a special kind of picfcnwl sloek See, foi example, the debontuie 
shares of the Sumny Oil Cuip 

‘"’The American Brown Boven TCloeliio Cmporatiou has outstanding 
lui issue of 7 per cent eumulatvvo pioferied stock, an issue of participating 
stock, and founders’ stock Aftei January 1, 1 929, the participating stock is 
entitled to 65 per cent of the net earnings aftei prefeired dividends, and the 
foundois’ shales aro entitled to 35 per cent of the net earnings 
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held this small block of stock had sole voting power so long 
as any of the j&rst mortgage bonds sold were outstanding.*’- 

Sometimes the objective of concentrating control in the 
hands of a small group is attained by a voting trust, but the 
management stock has the advantage of not requiring stock- 
holders to turn in their ceitificates in exchange for voting 
trust certificates ** The trend in recent years, however, has 
been away from shares which concentrate control in the hands 
of a small gioup of managers or bankers. See a discussion of 
this subject on page 107. 

Bankers' shares — In 1919 the Cities Service Company, a 
well-known public utility and oil holding company, deposited 
30,000 shares of common stock with a trust company, and the 
latter issued against these 300,000 “bankers’ shares.” These 
so-called shares are merely non-voting certificates of beneficial 
interest in the stock of the company and are exchangeable, ten 
bankers’ shares for one common share This device permits 
the company to sell its stock m small umts without reduc- 
ing the par value. 

The term “bankers’ shares” is also applied to the class of 
stock which has sole voting power and which is held by a 
small group, generally the organizers of the corporation and 
the bankers who financed the issues. It would thus be the 
same kind of stock as the “management shares” described 
above. ' . 

Promoters’ stock. — This term is applied to stock given 
to promoters in part or full payment for services rendered 
Promoters’ stock is similar to bankers’ and management 
shares described above, though it frequently does not have 
voting power The provisions of the stock make it possible 
for the holders to obtain large profits if the enterprise is 
successful. 


In 1927, a recapitalization plan -was adopted -which included among other 
changes m the capital structure the cancellation of the management stock 
See also page 690 for tho use of a subsidiary to giv-e the management a 
special intciest m the earnings 
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COMPAEISON OF FOllMS OF ORGANIZATION 

Ease of oiganization. — Having described all the forms of 
business organization biicfly, and the most important one, 
the corporation, in detail, we may now compare them with 
respect to important questions that aie likely to arise when a 
new business is to be formed or when an old one is to be reor- 
ganized. In any given case the ultimate choice must depend 
largely on the peculiar circumstances of the business or the 
objects which the orgainzci-s have in mind. Perhaps the 
first question that will arise is • how difficult is it to organize 
the seveial fonns of business association “i* 

The simplest form of organization is the sole proprietor- 
ship. But where more than one person is to own the enter- 
prise, choice must bo made among the other forms. Because 
the business is hkoly, if a new one, to be small, the elements 
of ease and economy of organization may be the determining 
factors. Partners may get together with a simple agreement 
to contribute definite sums and to divide the profits and losses 
in certain proportions. The law will infer all the rest, and the 
terms thus inferred, it should bo added, will be in most cases 
very satisfactory. A syndicate may be, and very frequently 
is, organized in the same simple way. But the agreement of 
the limited partnership must comply so closely with the pro- 
visions of the law — else a general partnership will result — 
that the organization of this form of agreement is best left 
to the experienced lawyer. The same may be said of the 
Slassachusetts trust, the joint stock company, and the cor- 
poration. However, the methods of forming corporations are 
so fully explained in legal texts that wo would not put the corpo- 
ration lower down in the scale of forms of organization than, 
say, the joint stock compimy or the limited partnership, and 
certainly on the score of ease of organization we would place 
it above the Massachusetts trust. The trouble with this 
latter form of association is that it is likely to run against 
some local rules, statutory or common law, bearing on the 
relation of trustee to cestui, or on the management of the 

168 
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trust, or on the liability of the parties The rules stated in 
the text preceding arc only very general; befoie one attempts 
to organize a trust in any given State one ought to familiarize 
oneself thoroughly with the law of trusts in that jurisdiction. 

Freedom of movement. — The right to move about is not 
very important for some concerns, as, for example, a retail 
establishment with a single place of business, or a manufactur- 
ing concern- with one plant, the product of which is sold 
locally or distributed thiough a single independent agency. 
But where, as is so frequently the case, branches are. to be 
ostabhshed and agents sent out, the choice of a form of busi- 
ness ownership must take into consideration this problem of 
the right of the business to move about with little special 
interference 

Within the United States, on account of the constitutional 
piovision that "the Citizens of each State shall be entitled 
to all Privileges and Immunities of Citizens in the several 
States,” those forms of organization which do not in any 
sense create an artificial entity have an advantage. If, for 
example, A. is a citizen of Illinois and wishes to carry on the 
business of selling textiles in New York, he may do so in that 
or any other State of the Union without paymg any greater 
taxes or incurring other obligations greater than those imposed 
on the citizens of those States. To be sure, the selling of 
textiles in some States may for special reasons be considered 
to so affect the health, welfare, or morals of the people as to 
make it expedient to permit only licensed persons to carry 
on the business. But even m those States, A would not 
have to pay any greater license fee than a resident. 

In foreign countries special rules against alien ownership 
of land or control of business may make it advisable to form 
a local corporation. 

A limited partnership must, in each State and each country’ 
where it docs business, comply with the local rules applicable 
thereto. A general partnership, however, may generally be 
regarded as a simple collection of individuals and may move 
about as an individual might. And the same is true of a syn- 
dicate. Joint stock companies are entitled to the constitu- 
tional protection intended for citizens and cannot be placed 
under unusual burdens.^ 


1 “In a Minnesota ease, State v United States Exp Go , 81 Minn 87, a 
statutory joint stock company (express company) organized m New York but 
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The corpoiation is not a citizen and hence may be kept out 
of any State m the United States, or may be admitted only on 
compliance with special conditions. Because each State wdl 
want its corporations to enjoy freedom of action in other 
jurisdictions, it will ordinarily permit foreign corporations to 
come within its own bordcis. Usually, however, the foreign 
corporation will have to file certain papers showing the scope 
of its activities and designating a responsible local agent, 
it will also have' to supply data from which an entrance tax 
can be levied and subsequently will have to submit annual 
reports from which the annual license tax can be computed. 
The local laws must be consulted in each case.'* 

Special mention must be made here of the doctrine of inter- 
state commerce. When the States formed the Union, they 
gave to Congress the power to regulate interstate commerce. 
With few minor exceptions, this power is now held to be 
exclusii'ely committed to Congress, and the States are not 
permitted to interfere.® If, therefore, a corporation does 
business from its home State into other States, for example by 
sending a salesman through it to take orders to be filled by 
shipments from the home State, those States will not bo per- 
mitted to exclude the corporation on any terms. This rule 
results from the State’s inability to interfere with the right of 
Congress to regulate interstate commerce. But if the com- 


not iDcorpoiaicd ao us to bo a coipoiuiion, was sought to bn oxaminorl as to its 
buainrsa by tho Minucsola Badioad and Warehouse Commission, but it 
refused to answer as to its businobs and pioporty outside the state and as 
to its intcistato businoss. Tho Supiemo Couit of Minnesota hold that ‘the 
defendant not being a corporation, but a paitnership, has tho same right to 
do business in this state without its peinussion, and fiee fiom its contiol and 
visltonal power, as any othei individual or partnership,’ and that while ques- 
tions as to its propel ty within the state weie proper on the theory that it 
was a common carrier whose business was affected with a pubhc inteiest and 
therefore subject to public oontiol and regulation, yot information could not 
be demanded as 'lo its property outside the state or its mtei state business 
Tho court said that 'if it wero a coipoiation, domestic or foreign, the state, 
by its authonzed olfioeis, would have the undoubted right to require full 
infoimation as to all of its business; for the state has the light to know what 
its oreaturo, or ono of another aovoioignty that it permits to come into the state, 
is doing, if, however, it be not a ooiporation endowed by law with special 
fionohisos and rights, but a paitnership existing by virtue of tho contract of 
its mombeis, then the state possosacs none of the visitorial powers which it 
may exoioise over coiporations W. M Fletcher, "Cyclopedia of the Law 
of Private Corpoialions," First Edition, page 10,517. 

* See Prentioe-Hall State Tax Service 

® The exceptions are too immaterial to mention here. 
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pany attempts to do business inside the State, for example 
by establishing a local branch there, it will to that extent be 
engaged in intro- as distinguished from mter-sbote business, 
and the State may estabhsh conditions on which the business 
may be so conducted.* The tendency seems to be for Massa- 
chusetts trusts to be regarded as corporations when entering 
the States to do business therein. Formerly, the trustees of 
a Massachusetts trust were considered able to do business m 
any State on the same terms as local trustees, but even under 
that rule it was necessary for the trustees to pay attention to 
local rules governing the relation of trustees to cestuts and 
to third persons, for intricate questions of conflict of laws 
were hkely to arise. 

Liability of owners. — One of the chief questions that will 
determine the selection of the form of business organization is 
that of liability of the owners. We discussed the problems 
involved here quite fuUy in describing the several tsrpes of 
orgamzation. It is only necessary to add that the great 
advantage of the corporation in providing limited liabihty 
for its members accounts for the prevalence of that form of 
organization. 

Functionalization of management. — While a business is 
small, the individual proprietorship has great advantages in 
the case with which duties and powers may be delegated 
The proprietor may constitute that form of government 
which political scientists m the past generally agreed was the 
best theoretical form of political government, namely, benevo- 
lent despotism. The proprietor may delegate various powers 
to various agents, and so long as he does not clothe them with 
the appearance of general agents they will have only such 
powers as are delegated to them. Moreover, the proprietor 
himself forms the single co-ordmating force. When the 
business grows, he will need intermediary co-ordinating ele- 
ments, such as written reports and analysts" to interpret, 
combine, and condense these reports. Then gradually he 
win have to budd up a personnel of subordinates of various 
ranks to communicate and supervise the carrying out of his 
orders. 

When the business gets to this size the prmciple of stand- 
ardization will begin to operate. The operations will become 

* International Text Book Co. v. Pigg, (1909) 217 U. S 91, is the leading 
ease on this point. 
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so complicatoil that wherever possible they will have to be 
standardized, and the cleniciilnry units of the business will get 
farther away from the propnetor. But all the same, ques- 
tions of pohey will become more important, and these usually 
are best attended to by one who has directed the concern and 
knows its triiditioiis and history. Foi this reason, even large 
successful corporations commonly elect the same chief execu- 
tive year after year The United 8tatos Steel Corporation, 
for example, retained Elbert H. Gary as chairman of the 
board of directors from the time of its organization in 1901 
until his death in 1927, and changed its president but three 
times during the same period 

In no respect does the general partnership fall short more 
decidedly than in the matter of susceptibility to scientific 
organization Because each partner is a general agent, it is 
difficult to tie the partners down to definite tasks. Let us 
imagine a situation. A partneiship of three persons wishes to 
give one the exclusive selhng power, another the power to 
purchase, and the thiid the power to produce. They make a 
written agreement embodying these ideas Tliis will be 
binding only on persons who know the terms of the agreement. 
Por example, if the soiling partner buys goods useful for the 
partnership from a person wlio docs not know that the various 
functions have boon distributed among the partners, this third 
person may hold the ]iartncr.ship Inible for the contract price. 
Filing the agreoment in a public office ordinarily will not be 
of any help, for such uiHtrumcnts arc not required to be filed 
and third persons therefore would not have constructive 
notice of their contents. To be sure, the offending partner in 
this case may be held to account for broach of his contract, 
but in practice the partnership will usually have to dissolve 
when the partners begin to enforce legal remedies against one 
another.® 


* An oxampio of what might bo done towaid functionalizing a paitneiship 
was aftordod by the Baldwin Loroiuotivc Woiljs, Mr ADia Johnson, who 
for a number of years has been the head of the Baldwin Locomotive Works 
in Pluludolphia, stated in a lectin o at the Wharton School of Pinanec and 
Comiiioroo, Umvoislly of Ponnsylvnuia, bofoio lus company was mooipo- 
raiod: "The business organization fof the Baldwin Locomotive Works] is 
more simple and compact tlian any business organization which I Icnow of, 
conducting a business of equal magnitude. There are thooretioally six paa-tnors 
Actually, at present, three of those partnois aio seniors who do veiy htllo in 
the actual drudgery of the business. Tlieoietioally, wo have one partner in 
charge of liuanoe, one partner in charge of the husmoss — ^that is, the busmess 
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In a limited partnership the special partners must exercise 
no control, but if the general partners try to apportion the 
management they will run into the same difficulties that the 
general partnership experiences. The Baldwin Locomotive 
Works, we saw, was not so long ago a partnership and the 
partners carefully cairied out their prescribed powers and 
no others. But they had grown up in the business and had 
learned their special functions, and what was more, had 
learned to respect m their fellow partners pecuhar capacities 
to settle the affairs of their own departments. 

The joint stock company and the corporation may easily 
functionalize the management, as we have seen, through the 
appointment of several officers to take care of various duties. 
Thus everybody would know, and would bo bound by his 
knowledge, that a "vice-president in charge of sales” has no 
right to do the purchasing for a corpoiation. 

In business trusts the duties and powers of the trustees are 
governed by the provisions of the instrument creating the 
trust. In the absence of specific provision the general rule 


of buying and selling, making contiaots, managmg the o£Sce (the thousand and 
one dungs necessary for the conduct of any business) — one partnex in charge 
of design, who is the chief engineer, and one partner in chaige of the woiks, who 
IS the general supermtendent oi the’geneial manager We havo not any of 
those titles As a matter of fact theie are no such offices We aie all partners 
on an equahty and we handle the business in each department sunply on the 
basis of an agreement that that shall be the busmess oigamzation As a firm 
we hold meetings (according to our co-partneislup articles, every week, but 
actually whenever we find it necessary to do so) at which all matters of bioad 
busmess pohey are discussed — ^matters of establishing new woiks, puttmg up 
new shops, oi making laige expcnditmes for tools We agree upon such 
questions in firm- meelmg We agree on lai-ge polioies in legard to njakmg 
sales, learrangements of expense, etc , but each of these four partners is absolute 
autocrat of the branch of busmess he represents, because he knows all the 
tune what the attitude of his partners is toward those matters He does 
not have to consult them to decide whether it is necessary to make a con- 
tract or not The thousand and ono questions which are coming up daily 
in the administration of the busmess aie settled instantly by the partner 
to whose piovmce they belong, and if it is neceasaiy to consult or get the 
opmion of one of the other paitneis, it can be done m an mstant That is a 
great contrast to the oorpoiate foim of oigamzation, m which the Board of 
Directors, by the Fiesident, and m which the Secretary, Treasurer, and General 
Manager each has his little provmce, and they are all apt to be mote or less 
jealous of each othei, because I do not know of any place where the jealousies 
are apt to be keener than they are m busmess ooipomtions, where the mtrigue 
for promotion is apt to be very great . " 

In later years when the Baldwin company needed funds for expansion, it 
was incorporated, the incorporation being a tnbute to the abihty of oorpo- 
xatiomi to aggregate large sums of capital. 
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is that the trustees must co-operate. But this merely means 
that all the trustees must be permitted to be heard. It does 
not mean that every decision must be unanimous, for when 
all have been given an opportunity to be heard, a majority 
will govern. If the deed of trust is properly drawn it will 
provide either directly for a division of powers amongst the 
trustees, or will permit the trustees to organize themselves on 
the functional plan. Thus it will be seen that as far as man- 
agement is concerned, the business trust may be made very 
flexible. 

The joint adventure or syndicate is usually managed by 
one person, who appoints employee agents. This form of 
organization, therefore, is from this standpoint comparable 
to the individual proprietorship. 

Flexibility in apportioning income, control, and risk. — ^We 
now come to a very intricate problem, and one the full dis- 
cussion of which would lead us into the anticipation of ques- 
tions that must be reserved for later chapters. But the prob- 
lem is an important part of the whole question of the correct 
selection of the most appropriate form of business enterprise. 

We must begin with some elementary ideas. Hastings 
Lyon, in liis admirable little book “Capitalization, “ developed 
the idea that the interests in a business enterprise have three 
basic factors to deal with: fust, how shall the control be 
apportioned, second, how shall the income be apportioned; 
and third, how shall the risk of losing the investment and, if 
necessary, that of standing for the losses out of the owners’ 
independent means, be divided? These questions may seem 
easy, but one who is at all famihar with the subject will 
recognize their complexity. The problem, it will be seen, is 
not merely whether these three elements may be separated 
from one another, but also whether each may be divided 
and whether the component parts of each clement may be 
apportioned. 

Control. — ^Takc control, for example. But first let us ask : 
is the right to exercise control important? It seems unneces- 
sary hero to go into such philosophic discussion as Thorstein 
Veblen essayed in his “Theory of Business Enterprise,” but 
we may ask the reader to try to imagine for himself the power 
which control of a business gives. We have known of officers 
of a corporation using the employees of the company for vari- 
ous persona] duties; to mention cases that have got into the 
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daily press would probably serve merely to emphasize these 
particular occasions, whereas our observation tells us that the 
practice is qmte umversal and varies only in degree. And the 
joke of it is that the person who most objects to the practice 
probably follows it himself in another form in his ofi&cial 
capacity of labor leader, college professor, head gardener, or 
simply woodchopper. 

In the sole proprietorship, ultimate control is all concen- 
trated. In the general and limited partnerships, excluding in 
the latter case the special partnera who have no control, the 
voice of the business rests in ail the partners and it is difficult 
to appoition the various functions. 

In the syndicate or j‘oint adventure, the control may in 
practice be divided. The manager may do business for the 
venture in his own name and the other owners may appear 
simply as his agents to carry out the powers he delegates. In 
the joint stock company and the corporation, the control may 
be almost entirely divorced from the other elements of owner- 
ship or may be distributed among the owners on various plans. 
For example, in the corporation in some States the directors 
need not be stockholders, and in other States the number of 
shares they need to hold is usually so small that the ownership 
is practically nominal. Othe,r methods of apportioning con- 
trol have been described. In the Massachusetts trust the 
stockholders cannot exercise control; if they do, they turn 
the enterprise into a partnership. 

Apportioning income. — In all forms of association the 
apportioning of the income may be made very flexible. In 
the sole proprietorship the sole owner, of course, gets all the 
profits after payment of obligations due to creditors. In the 
other forms the owners may agree that income shall be divided 
in amounts, and that certain owners may get stipulated 
amounts even if the others have to go entirely without income 
in poor times. As far as the corporation is concerned, these 
methods of apportioning income are in practice almost infinite 
in number. The Massachusetts trust may issue the various 
forms of preference shares employed by corporations to appor- 
tion income. The partnership may use all the corporate 
devices of preferences, and so forth, not by issuing shares, but 
by incorporating the preferences into the partnership agree- 
ment; but in practice this has not generally been done. The 
same might be said of the other forms of business. 
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Risk. — Two classes of persons are interested in every busi- 
ness, the owners and the creditors.® The owners are the risk- 
takers. In every form of business the assets of the business 
must go to the creditors before the owners can withdraw even 
Ihoir .capital. To be suic, even the crcditois have their order 
of priority, but this question we shall defer till later. But the 
problem always arises : if the common property cannot satisfy 
the creditors, will the owners have to contribute out of their 
individual means and, if so, to what extent, and in what order? 
The piiiicipal questions here involved were discussed when we 
described the various forms of business. The sole proprietor 
risks everything, as do the general partners. The special part- 
ners and the stockholders risk only the amounts they have 
agreed to invest.^ Members of a syndicate and members of a 
joint stock company take the same risks as partners. 

Just as the creditors take the property of the business, class 
by class — that is, for example, all taxes must ordinarily be 
paid off one hundred cents on the dollar before other debts are 
paid — so the owners, if anything is left after debts are satis- 
fied, may share the property in a predetermined order of 
priority. The law says generally that they take back their 
contributions proportionately, but they may agree to do 
otherwise. For example, in corporations we have “stock 
preferred as to assets. “ (See page 140.) And so in a part- 
nership the partners may agree that after all debts are paid 
off, the remaining property shall be divided as follows: (and 
then any arrangement may be worked out). What is more, 
while partners are each liable for the debts of the partnership, 
they may agree among themselves to apportion this risk on 
some definite predetermined basis. The weakness of this 
plan, which seems to permit of so much flexibility, is that it is 
not binding on the creditors. The latter may collect as 
they see fit and then if the partners are not able to stand the 
losses as they have agreed to, the affluent partners will suffer.® 


• A thud class, iudood, arc just as deeply intoieBted, namely, the employees. 
We omit them hoio simply lioeauso Ihch loUitionsliip is ordinanly considered 
in tronlisos on iiianngoment 

’’ In most States, atookliolcleis, by statute, are liable to unpaid creditors of 
an insolvent corporation for the dillorouoo between the par value of their 
stock, or ill the case of non-par stock, the amount agreed to be paid, and the 
amount paid thereon ‘ They may also bo made liable for wages. 

» Those rules, of courae, may bo varied by agieement with the creditors. 

' Au agieomont among the members will not be sufQcient Creditors, however, 
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Relation of risk to control. — Sometimes the question arises 
is a person interested m a partnership really one of the part- 
ners, or is he a creditor; or, if the concern is incorporated, is 
he a stoclcholder or a bondholder? In the latter case, for 
example, he may hold a document purporting to be a bond, but 
the court may construe the instrument to be a share of stock. 
Generally the test is. has the holder any control? If so, he is 
an owner and must take the ownei’s risk. He cannot exercise 
control and at the same time step in with his claim as that of 
a creditor. He cannot eat his cake and have it. As we have 
seen, in a corporation this can only be done indirectly through 
a voting trust.® 

So, too, in a partnership, if a person purports to lend 
money, his loan will be construed as an investment if he 
appropriates the right of a voice in the business 

Stability. — We have seen that the sole proprietorship and 
partnerships are quite unstable. The reader must differenti- 
ate between “stability” and “durability” when considering 
the other forma of organization One form of organization 
may not easily be disrupted — ^it has stability or “contmuous 
succession” — ^whereas under the law of the State where 
it is organized it may not be permitted to be formed for an 
unlimited period. In some States, Arizona and Iowa, foi 
example, 1® corporations may not be organized for longer than 
a given number of years. They have “stabihty” or “con- 
tinuous succession,” in that they are not disrupted by the 
death of a member, but they have not vmlimited durability. 
The Massachusetts trust, we saw (page 63), is usually of 
limited duration; the joint stock company and usually the 
corporation have unlimited duration, while the joint stock 
company, the Massachusetts trust, and the corporation have 
transferable shares and therefore enjoy stability oi contmuous 
succession. They are not affected by the death, insanity, 
or bankiuptcy of the members. '* 

Freedom from governmental control. — This is not Jhe 
place to go into a discussion appropriate for political science 
or political economy. But the relation of these subjects to 


will be held to acquiesce m members’ agreements where they Icnow the terms 
of the agreement and thereafter deal with the concern 

• See page 117, and see for an example, C W. Gerstenberg, “Materials of 
Coiporation Pinanoe,” page 940. 

See table, page 85. 
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our munodiato inquiry is very intimate. At one time business 
was regulated chiefly because it contained abuses. That was 
the “thou shalt not” stage Now government is regulating 
business largely foi a positive social purpose, not only taking 
propel ty from business for largely increased public operations 
by means of taxes, but telling business what service it shall 
render, and how much it shall charge. Regulation depends 
not so much upon the form of organization as upon other 
factors. For example, on the whole, largo businesses are 
much more burdened than are small ones, irrespective of form 
of organization. Certain businesses — those affected with a 
so-called public interest — are more completely regulated than 
those deemed piivate. The fact is, however, that the couits 
have almost entirely abandoned the right to review the legis- 
latures m the matter of classification of businesses for purposes 
of control, and today almost any business is affected with a 
public interest if the legislature so determines. 

But there are certain government interferences that are 
based on the classification of businesses according to form of 
ownership. Corporations, for example, ai-c required to pre- 
pare reports in every State within which they do business. 
They pay taxes for the privilege of being a corporation and 
doing business as such in the several {States. The tendency 
is to treat joint stock compiiuies and Massachusetts trusts in 
the same way. For example, the tax law in Now York State 
classifies trusfs with corporations. Limited partnerships, 
being creatures of the State, likewise may be discriminated 
against. The burden that might be placed on them would 
simply bo the price of the privilege of limited liability. It 
should be said, however, that in practice, limited partnerships, 
for this purpose, are generally classed with general partner- 
ships. The sole proprietomhip and the general partnership 
have the greatest freedom. 

Legal status of bu^ess forms. — ^But there is another 
phase of the question that we shall do well to consider here, 
namely, the legal status of the various forms of business. The 
status of the individual proprietorship and of the general 
partnership is well established by a long line of court prece- 
dents touching on every conceivable phase of the relationship. 
These long-established rules have been codified for the part- 
nership in a uniform partnership law, and they have not been 
modified by statutes in the various States. Hence the law 
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of partnerships is quite uniform wherever the common law 
prevails. When you deal with a partnership or on behalf 
of a partnership, you know what to expect when contingencies 
arise. 

On the other hand, corporations are governed very little 
by court precedents, but by statutes These statutes have 
developed along very different lines in the several jurisdictions 
and even the best corporation lawyers can hardly hope to 
remember the detailed rules of more than one or two States. “ 
Whenever a situation arises that is governed by the rules of 
another State, the latter’s statutes and the decisions there- 
under must carefully be consulted. Even this difficulty is 
aggravated oftentimes by the fact that the statutes of a 
State are carelessly worded and have not been interpreted by 
the courts. It IS for this reason that most corporations are 
organized in a few States only. The laws of these States 
have been amply interpreted and we know when we form 
corporations there what all the relations involved in the 
corporation are. 

The reason for some of this confusion in corporate laws is 
that States, in passing laws, have had two objects in mind 
first, to get the corporation withm the State in order to collect 
the taxes it will yield, and second, to regulate it because it 
is a "soulless" institution. A good example of the struggle 
between these conflicting aims was the passage of the so-called 
' ‘ Seven Sisters Acts ” m New Jersey under the reform admims- 
tration of Governor Woodrow Wilson, the subsequent reali- 
zation that these laws were costing the State revenue, and 
their consequent gradual repeal. 

Massachusetts trusts are meeting with trouble because of 
diversity of laws. Lawyers would hardly recommend this 
form of organization where the enterprise is to carry on an 
active busmess in a number of jiu’isdictions.“ 

Conduct of busmess according to legally pre&ribed forms. 
Another burden of governmental regulation is the prescrip- 
tion of the method of conduct. The general partnership, for 
example, can go on its way entirely free. On the other hand, 
the limited partnership must carefully follow the rule as to 
omitting the names of special partners from the firm name. 

See table, pages 82-89 

i‘ See a senes of aiticles by Prof. Ira P. Hildebrand m the Texas Zone 
Review, begimung February, 1923. 
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and must list the special partners’ names on the outside of 
the principal office. A Massachusetts trust would probably 
get into all sorts of difficulties if it did not always couple its 
name with a designation of its trust form of organization. 
The'corporatioii is made subject to a great many rules, many 
of them logical and othcis quite peculiar, (See, for example, 
matteis that must be ratified by stockholders, page 102.) 
Whethei logical or peculiar, the statute governs, subject only 
to the rule that constitutional rights must not be invaded 
The result in the case of the corporation domg an extensive 
business is that knowledge of the general principles of cor- 
poral, ion law is not enough, it is necessary to know the exact 
meaning of the particular statute. 

Laws regulating issuance of securities. — From the stand- 
point of Federal regulation of the issuance of securities, all 
the forms of business organizations that we have discussed 
are treated alike. All must conform with the Securities Act 
of 1933, which requires the registration of .securities that are 
to be offered publicly through the channels of intei state 
commerce and that are not exempt. (See page 358 ) How- 
ever, since individual propnetoi ships and partnerships rarely 
finance then- enterprises through public offerings of stocks, 
bonds, notes, and other securities, the law is principally 
regulatory of corporations, joint stock companies, and 
Massachusetts trusts. 

The State blue-sky law.s, discussed more fully on page 356, 
are another example of regulation. Individual proprietor- 
ships and partnerships have an advantage from the standpoint 
of these laws; they may, without interference, take in new 
partners and induce people to become creditors, but businesses 
that issue stock and other securities have to comply, as do the 
offerers of their stock, with the provisions of these bluo-sky 
laws in every State where securities arc issued and such laws 
exist. 

Selection affected by nature of business. — ^The inherent 
characteristics of the .several forms of bu.siness association 
make some of them more suitable than others for certain 
kinds of busine,ss. For example, public utilities, such as 
railroads, Lolophoncs, and gas works, involve such large 
properties and demand such uninterrupted service that the 
individual or partnership form of organization would hardly 
be suitable. They need ’l.he continuous succession chaxac- 
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teristic of the corporation. On the other hand, where per- 
sonal service is important the corporation is too impersonal 
Indeed, m many States certain forms of business may not be 
incorporated because the law insists upon the client and 
customer coming into direct relationship with the person who 
should assume professional responsibility. In New York, 
for example, corporations may not piactice medicine, or 
dentistry, or law. The New York Stock Exchange on the 
same principle insists that its members be unincorporated. 

Taxation. — But the most onerous form of government 
interference in these days is taxes. This interference takes 
thiee foims. first, the preparation of returns, second, sub- 
mission to inspection; and third, actual payment of the taxes. 

In its annual report to stockholdeis for 1937, the Foster 
Wheeler Corporation mcluded a statement that during that 
year the Corporation filed approximately 5,590 separate 
reports to the Federal Government and 1,760 different reports 
to State governments. The annual report indicated that 
the number would be increased during 1938 

Some people have the erroneous idea that the Federal 
income tax covers the whole tax program There are other 
Federal taxes to be paid, such as the capital stock tax, the 
excess profits tax, the old age’ benefits tax, and the unemploy- 
ment insurance tax. There are also many State taxes to 
which a business may be subject, such as franchise and 
license taxes, unemployment insurance taxes. State and 
local occupational taxes, and local property taxes Then, 
of course, there are the Federal and State stamp taxes 
While the corporation does not pay any Federal estate tax 
or State inheritance and estate taxes, it may be concerned 
with such taxes in connection with the transfer of securities 
of the corporation by those who represent the deceased 
stockholder. 

Almost every law imposmg these taxes gives some official 
the right to call for books and documents on a moment's 
notice. For example, we have known of many instances 
where State inspectors have called on New York corporations 
and have asked to see thfe stock transfer books to ascertain 
whether the proper stamps have been affixed to meet stock 
transfer requirements. 

i« For a oompaTison of these, see page 83. 
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Coiporations, and perhaps joint stock companies and 
trusts, have undoubtedly been sulDject to a greatei assoitment 
of taxes than other forms of organization. The State fran- 
chise and license taxes are reset ved for these forms, so also 
are the Fedeial capital stock tax and the Fedeial excess 
profits tax We have yet to loam of any form of tax placed 
on natural persons or paitnerships that is not at the same time 
assessed to corporations 

Besides being subjected to special taxes, corporations often 
suffer from discrimination in the imposition of a given tax 
We may throw some light on this subject if we examine the 
different forms of business association in the light of the unem- 
ployment insuiancc taxes and the Federal income tax 

Selection of organization in the light of unemployment 
insurance and old-age benefits taxes. — In respect to State 
and Federal unemployment tax laws and the Federal old-age 
benefits law (Federal Insurance Conti ibutions Act), there may 
be a decided tax advantage enjoyed by the individual pro- 
prietorship and partnership over corpoiations, which include, 
for purpo.scs of this law, joint stock companies, Massachusetts 
trusts, and other associations. To understand the advantage, 
it is necessaiy to uiidorstanil the tax provisions of the laws. 

The State unemployment imllirancc laws aic imposed upon 
eiiiployciH of a certain number of individuals. In a majority 
of the States that iiumbei is eight or more; in a few States 
the nunibei is one or more. In detcrmiiiiug whether the 
employer is subject to the Act, officers of corporations are 
counted; whereas individual proprietors and partneis are 
not counted The effect of this is extremely important. 
Assume the A-B partnership has six employees in a State 
which makes employers of eight or more individuals liable 
to the tax. Since, m determining liability, A and B are not 
counted, the ^partnership would be under no obligation to 
pay the State unemployment insurance tax or to file reports. 
Assume that A and B had incorporated their business and 
that they wore the president and secretary, respectively, 
of the organization. They would be counted as employees, 
and the corporation would pay unemployment insurance taxes 
on the compensation of officers as well as of employees. 

Soe diBOUssion of these taxes on page 178. 

“ For a complete discussion of Federal taxes, soe the current year's edition 
of the Prentioa.Hall Federal Tax Service 
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Since the State rates are generally 2.7 per cent of the total 
annual remuneration of employees, it is obvious that the State 
unemployment insurance tax constitutes an appreciable cost 
of doing business. “ 

The Federal unemployment insurance tax imposed by the 
Social Security Act is levied upon employers of eight or more 
persons. As in the case of the State laws, officers of corpora- 
tions are counted in determining whether the employer is 
subject to the tax, whereas individual proprietors and 
partners are not counted. The Lax, however, is relatively 
unimportant from the standpoint of effect upon the form of 
organization, because the taxpayer is given credit for the 
amount of unemployment insurance tax paid to the States 
prior to the due date of the Federal return, up to 90 per cent 
of the Federal tax.^^ Since the State rates are generally 
90 per cent of the Federal rates, eiedit is usually taken for the 
full State tax Thus, the Federal tax is, in effect, Ko of the 
rates on page 174 Because of the difference between 
the Federal and State laws as to the number of employees 
required to make an employer hable, a business may pay State 
unemployment insurance taxes and no Federal tax. On the 
other hand, a busmess which has its employees scattered 
over the country may be subject to the Federal tax and may 
not be hable for any State tax, unless it voluntarily becomes 
subject thereto. For pm’poses of this discussion, it is fair 
to say that in most instances the State unemployment insur- 
ance taxes are more important than the Federal unemploy- 
ment insurance tax as a factor in selectiug the form of 
organization. 

The Federal insurance contributions (old-age benefits tax) 
are not so important as either the State or Federal unemploy- 
ment taxes, from the standpoint of form of organization. 
The old-age benefits tax is levied upon emplqyers of one or 

Piioi to 1039, the Fedeial unemployment tax was computed on the total 
amount of wages payable to employees For the calendar year 1939, the tax 
IS baaed on the total wages paid, and beginning with 1940, the tax is based on 
the fiist 33,000 of wages paid to each employee Because of the tie-up between 
the Federal and State laws, through the credit piovision desciibed m the text, 
it appeals hkely that the States will amend their laws to make the basis the first 
33,000 of wages paid 

By the 1939 amendments, if State contributions are paid after the due 
date of the Federal return (Jan 31 ), but on or before June 30, the credit is limited 
to 81 per cent (90 per cent of the credit allowable for payment made on or before 
the due date). 
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more individuals and is paid by the employer and the 
employee. Single piopiictors and partners are not con- 
sidered as employees, olEeers of corpoiations are. However, 
since the tax applies only to the first $3,000 of remuneration, 
the advantage to the umneorporated business is not very 
large. Furthermore, in return for hi.s contribution, the 
employee will receive certain old-age benefits 

The following table shows the rates of Federal and State 
unemployment and the Federal old-age benefits taxes 


1037 

Unemployment Insur- 
ance Tax Rates 

Fcdcial^ StateX 

2% 1 8% 

Federvl Old Aob 
Benefits Tax* 

Employe) ’a Employees 
1% 1% 

1938 

S 

2 7 

1 

1 

1939 

3 

2 7 

1 

1 

1940 

3 

2 7 

1 

1 

1941 

8 

2 7 

1 

1 

1942 

3 

2 7 

1 

1 

1043 

3 

2 7 

2 

2 

1914 

3 

2 7 

2 

2 

104D 

3 

2 7 

2 

2 

1946 

3 

2 7 


23^ 

1947 

3 

2 7 

m 

23d 

1948 

3 

2 7 


23d 


3 

(Foi all aubspquenl years) 
'27 3 

3 


■•BniPd oil first S3, 000 ol wapi'i paid 

I Biisis (oi 1037 and 1033 is total wages payable, for 1030, total wages paid, {oi 1040 and 
following ypaiH, firal $3,000 of wages paid 

t Tbp lutes given uip iipplieablp in most of tlie Htntps, and lup based on total wagps payable 
(app footnoto 10) In a few Slates thoie luo also employee ootttiibutions, the term opplmd to 
tluj Stale tn\es The htiite rates noted ue subject to induption for merit laling in moat of tho 
States after 1041, For a full evplanation of the Slate and Fodoinl unemployment insurance 
laws and of meiit rating, see Freiitn Ssllnll Unemployment Insurance Boivioe. 

Selection of organization in light of Federal income tax 
provisions. — Under the provisions of the Federal income tax 
law, businesses are really grouped under three headings: 
individuals, corporations, and fiduciaries. Partnerships and 
limited partnefships must report their net income in order that 
the authorities may check up the amount of income reported 
by the several partners to whom the income is taxed. In a 
partnership all income, whether withdrawn by the partners 
or left in the business, is considered to bo tho income of the 
partners, proportioned among .them according to their agree- 
ment, and is therefore taxed under the rates applicable to 
individual incomes. Limited partnership associations are 
generally regarded as corporations and taxed as such. Svndi- 
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cates may be classed as partnerships or corporations, and joint 
stock companies as corporations. 

A Massachusetts trust which is organized to conduct a 
business and earn mcome in the same manner as other enter- 
prises IS regarded as a corporation. A strict trust, such as 
one created for the purpose of protecting and conserving 
property for the benefit of beneficiaries to whom the trust 
income is presently or eventually to be paid, is looked upon 
as a trust relationship and taxed as a fiduciary. In general, 
the fiduciary pays the tax on the income of the trust which 
is accumulated, whereas the beneficiaries pay the tax on 
income which is distributed or distributable. 

Rates of tax.^® — An individual calculates his gross income 
and includes not only his business income, but other income 
such as rents, royalties, dividends,^® and interest. From this 
he subtracts certain so-called deductions such as expenses, 
losses, and depreciation, leavmg an amount of taxable net 
income. On the taxable net income, less the exemptions and 
credits below, he pays, under the Internal Revenue Code, 
two taxes • a normal tax and a surtax. Before calculating the 
normal tax and the surtax, the individual subtracts certain 
amounts called exemptions, which are $1,000 for an unmarried 
person and $2,500 for a married person or the head of a family. 
An additional exemption of 1400 is allowed for each dependent 
under eighteen years of age and for each dependent above 
that age physically or mentally disabled. Fui’thermore, a 
credit equal to 10 per cent of the earned net income is deducti- 
ble from net mcome before computing the normal tax.®® 
After these deductions have been made, the normal tax is 

“ The individual lates of tat desenbod hwe are appbcable to all resident 
individuals, -whethei citizens or not, and the coipoiation rates are applicable to 
all domestic corpora tions 

“ Until ld36, mdividual stockholders wero not subjected to the normal tax 
on dividends received, but only to the surtax, on the ttlboiy that smee the 
corpoiation had alieady paid a normal tax on its net eammgs, a second normal 
tax should not be imposed on the same earnings when distributed as dividends. 

“ In the case of a taxpayer engaged m a trade oi business in which both 
personal services and capital are matciial income-pioducing factois, a leason- 
able allowance as compensation for the personal semoes actually rendeied by 
the taxpayer, not m excess of 20 per cent of his share of the net pioflts of such 
trade or busmess, is considered as earned income The credit for earned income 
IS hmited by two provisions* (1) that earned mcome in excess of $14,000 is 
not recognized as earned and (2) that the earned net mcome shall not exceed 
10 per cent of the taxpayer’s net mcome On the other hand, amounts ,of net 
mcome up to $3,000 are recognized as earned, whether earned or not. ' 
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TABLE NO 2 

RATES AND AMOUNTS OF TAX ON INDIVIDUALS UNDER THE 
INTERNAL REVENUE CODE 


SiNaLU Perbok 
Personal Exemption, $1,000 


Mabribd PansoR 
Peisonal Exemption $2,SOO 


8 

9 

10 

11 


Nor- 


Ratio 


mal 


of 

Sur- 

Tax 


Total 

tax 

Plus 

Total 

Tiw 

Pax 

Rate 

Sur- 

to 

% 

tax 


Net 


Bate 


In- 


% 


come 



The ebove oomputstions nro bused on the maximum earned income of $ld,000, incomes d 
less than that amount are treated aa all earned 
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4 per cent of the amount of the net mcome in excess of exemp- 
tions and, credits. 

The surtax begins at $4,000 of surtax net income, and the 
rate on the first $2,000 — ^that is, on amounts between $4,000 
and $6,000 — is 4 per cent. The surtax on the taxable net 
income from $6,000 to $8,000 is 5 per cent, thereafter, it 
increases gradually for each additional amount of surtax 
net mcome, as is shown in the table on page 176 

The table on page 176 shows the amount of Federal 
income tax for any amount of mcome. Suppose, for example, 
it IS desired to find the tax on $32,671 43 for a married man 
with no dependents. The nearest amount given below the 
stated amount is $32,000, the tax on which (column 10) is 
$4,029. On the excess amount of $571.43, the normal tax 
would be calculated at the rate of 4 per cent (column 7) and 
the surtax would be calculated at the rate of 19 per cent 
(column 8, on line opposite $32,000). The total of 23 per 
cent on $671.43 is $131.43, making the total tax $4,160.43. 

Income taxes on coiporations. — The following is a biief 
summary of the income tax rates applicable to corporations 
under the Internal Revenue Code as amended by the Revenue 
Act of 1939. The tax is imposed on “normal-tax net income,” 
which means net income minus the credit for interest on 
obligations of the United States and its instrumentalities, 
and minus the credit for dividends received. 

The rates indicated are effective for all taxable years 
after December 31, 1939.**^ 

1 Corporations with normal-tax net incomes of not more 
than $25,000 are taxed at the following rates, upon the first 

The methods of taxing oorpoiations under the 1938 Act and the rates of 
tax aie not explained here, even though the rates under that Act will apply to 
returns for the calendar year 1939 and to returns for fiscal years beginning m 
1939 and ending in 1940 For purposes of compaiison, however, it is interesting 
to note that under the 1938 Act, corporations with net incomes substantially 
moie than $26,000 are taxable at the rate of 19 per cent, but this amount may 
be reduced to 16H per cent if the “dividends paid credit" is Buflhoiently laige 
In most cases the dividends paid credit is the amount of dividends paid to 
stockholdeis Undei the 1936 Act corpoiations paid a normal tax langing fiom 
8 per cent to 15 per cent, plus a tax on undistnbutcd profits ranging fiom 7 
per cent to 27 per cent (See footnote 24 on page 572 ) Undei previous Acts 
there was no suitax upon undistnbuted profits The late under the 1934 and 
1932 Acts was pei cent In the years 1931 and 1930, the income tax on 
corporations was 12 per cent, m 1929, the rate was 11 per cent, m 1928, 12 poi 
cent; in 1927 and 1926, 13}^ per cent; m 1926, 13 per cent, and from 1922 to 
1926, 12J^ per cent 
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15,000, 12J^ per cent; upon the amount in excess of $5,000 and 
not in excess of $20,000, 14 per cent; upon the amount in 
excess of $20,000, 16 per cent. 

2. Corporations with normal-tax net incomes of more than 
$25,000 pay a tax at the rate of 1 8 per cent 

3. Corporations with normal-tax net incomes slightly in 
excess of $25,000 may pay an alternative tax, if the alternative 
tax IS less than 18 pei cent of the normal-tax net income. The 
alternative tax is the sum of $3,525 plus 32 per cent of the 
amount over $25,000. If the normal-tax net income is 
between $25,000 and $31,964, the alternative tax is always less. 
If the not income is in excess of $31,964, the 18 per cent rate 
is always le.ss. The alternative method is designed to 
provide a proper transition between the two classes of corpora- 
tions described in “1” and “2.” 

Other Federal annual taxes on corporations. — Any com- 
parison of taxes for incorporated and unincorporated business 
must take into account the capital stock tax and the excess 
profits tax, both qf which are found in the Internal Revenue 
Code, to determine the complete burden of Federal taxes. 

The capital stock tax may ordinarily be calculated as $1 
for every $1,000 of the adjusted declared value of the capital 
stock.®* The excess profits tax is in addition to the income 
tax on corjiorations and applies to the not income in excess 
of 10 per cent of the adjusted dcclai’ed value of the capital 
stock. The rates of tax are as follows: 

6 per cent of such portion of the net income as is in excess 
of 10 per cent and not in excess of 15 per cent of the adjusted 
declared value. 


** Foi the year ended June 30, 1938, the tax was based on the capital stock iw 
declnied. by the corporetion The corpoiation could declare whatever value it 
saw fit A leasonablo value was assured by means of the excess profits tax, 
which IS hiiscrl upon, the relation of the net mcorno of the corporation to such 
declared value Foi the taxable years ending June 30, 1939 and June 30, 1940, 
the deolaied value will bo the value dcolaicd in the icLuin for the year ended 
June 30, 1938, adjusted os piovidcd for in the law, unless the corporation elects 
to inoroase suoh valuation, as ponmllod by the 1939 Revenue Act The adjust- 
ments leforrod to ordinarily consist of adding tho considoration received 
during the year foi slock issues and the not inoowo and sublraoting dividends 
paid. Under the 1030 Act, domestic oorpoiations may arbitrarily inorease, 
but not decrease, their capital stock valuation for the years ending June 80, 
1939 and Juno 80, 1040. For the year ending June SO, 1041, and each third 
year thereafter, a new declaration of value, permitting increases or decreases 
m valuation, will he available. 
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12 per cent of such portion of the net income as is in excess 
of 15 per cent of the adjusted declared value. 

Thus, if the declared value of the capital stock on the 
return for the year ended June 30, 1939 was $100,000, and the 
net mcome for the calendar year 1939 was $18,000, the excess 
profits tax of the corporation for the calendar year 1939 would 
be 6 per cent of $5,000, $300, plus 12 per cent of $3,000, $360, 
or a total of $660. 

Comparison of incoiporated and unincorporated forms of 
doing business. — From an mcome tax standpoint, when is it 
more advantageous to do business under the inoorpoiated form 
than under the umncorporated form of organization*? The 
answer to this question depends upon such facts as (1) the 
size of the income expected to be earned by the business, 
(2) the portion of income which will be reinvested in the 
business; (3) the income of the owners of the business from 
sources outside of the business; (4) the rates of taxation 
applicable to individuals and to corporations. The conclu- 
sions reached with regai-d to the relative tax burdens on 
incorporated and umncorporated businesses under a tax law 
that imposes low normal, surtax and coiporation rates may 
be different from conclusions found under a later tax law 
which raises the normal and-* surtax rates substantially and 
lowers the corporation tax. 

Under the Internal Revenue Code, as amended by the 
Revenue Act of 1939, which imposes a normal tax of 4 per 
cent, surtax rates ranging from 4 per cent to 75 per cent, and 
a corporation tax of 18 per cent, the following conclusions 
can be reached: (1) If all or paa-t of the profits are properly 
retained in a busmess,®’ the corporate form may show less 
burdensome taxes than the unincorporated form, depending 
upon the amount of income, the salaries, and the dividends. 
(2) If all the profits are distributed to the stockholders, more 
taxes wfil be paid under the incorporated form than under the 
unincorporated form. This is obvious from the fact that if 
the entire net income of a corporation over and above the 
salaries paid to its stockholder-officers is paid to them in 

Wheie a corporation acoumulates its profits in order to avoid the surtaxes 
on its stockholdois, it may, under section 102 of the Internal Revenue Code, 
bo assessed a surtax upon “undistributed section 102 net income” equal to 
the sum of the following (a) 26 per cent of the amount not m excess of $100,000 
plus (b) 36 per cent of the amount in excess of $100,000, See also page 670, 
footnote 18, 
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dividends, the amount received by them would equal their 
shares of the profits of the same businebs if it weic a partner- 
ship.®^ The entire amount of the corporation tax, therefore, 
plus the Federal capital stock and excess profits taxes is saved 
if the partnership form of organization is used. 

In Older to illustrate the above conclusions, we shall 
present several cases,®® 

An example. — Wc may assume that a business has an 
income of $150,000 and is owned by three people, A, B, and 
C. Let us consider the following cases ; 

I A partnership where all the interests arc equal. 

II Case I incorporated, but salaries paid amounting 
to $20,000 for each person and the profits all divided 

III. A partnership where salaries are paid io A, B, and C, 
respectively, amounting to $30,000, $10,000, and $10,000, and 
the profits are divided in the same proportion. 

IV. Case III incoiporated, profits all divided. 

V. Case III incorporated, profits above salaries all 
undistributed, 

VI. A partnership where salaries are paid to A, jB, and C, 
respectively, amounting to $60,000, $25,000, and $25,000, and 
the profits are divided in the same propoition. 

VII. Case VI incorporated-, profits all divided. 

VIII. Case VI incorporated, profits above salaries all 
undistributed. 

In all cases involving the corporation, the value of the 
stock is assumed to be $1,500,000, for the purpose of cal- 
culatmg the capital stock tax and the excess profits tax 
Since this is ten times the net earnings, there will be no 
excess profits tax. The capital stock tax in each case will 
be $1,500. 


**Smoe tlie famed income orodit jb slightly diffcient for members of a 
partnership than lot poisons paid by a ooipoiution (soo footnote 20), the indi- 
vidual’s inoonic la^ as a stookholdei-oITioer of the corporation will be somewhat 
diffcient from las income tax as a mombci of a poitnorship The difference, 
however, is negligible, as indicated in tlio cases in the example 

To illuslrato how the coipoiato form may prove more burdensome than 
the unineoiporatod form when all piofits aie piopevly lotamod in the business 
would loquiro a diffuienl, sot of facts than those given in the above examples, 
and would take us too deeply into a discussion of taxation It is obvious, 
however, that the total tax payable by the partners must aggregate less than 
18 per cent of the net inoome of the ooiporation m oidoi for the corporate form 
to prove more burdensome than the unincorporated form 
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Case I (Paetnueship) 


Income Tax ‘payable 

A $50,000 $8,885 

B 50,000 8,886 

C 50,000 8,885 

Total tax on partneis $26,655 



Cash II (Corporation) 

Salat y Shat e m pt ofits 

Tax payable 

A 

$20,000 $30,000 

$8,869 

B 

20,000 30,000 

8,869 

C 

20,000 30,000 

8,869 


Total tax on individuals 

$26,607 


Coipoiate income tax*' 

16,200 


Federal capital stock tax 

1,500 


Total tax 

$44,307 


Cash III (PABTUHnsirip) 

Saiaty Share in ptofUa Total income 

Tax payable 

A 

$30,000 $60,000 $90,000 

$26,669 

B 

10,000 20,000 30,000 

3,601 

C 

10,000 20,000 30,000 

3,601 


Total tax on partneis 

$33,871 


Case IV (Cobpoii!ation) 

Salary Share in profile 

Tax payable 

A 

$30,000 $60,000 

$26,669 

B 

'10,000 20,000 

3,685 

C 

10,000 20,000 

3,586 


Total tax on mdividuals 

$33 ] 839 


Coiporate income tax 

18,000 


Fedeial capital stock tax 

1,600 


Total tax 

$53,339 


Cash V (Cobpobation) 



Salat lee 

Tax payable 
on salanea 

A 

$30,000 

$3,569 

B 

10,000 

415 

C 

. . 10,000 

415 


Total tax on mdmduals 

$4,3^9 


Coiporate mcome tax 

18,000 


Federal capital stock tax 

1,600 


Total tax 

$23,899 


**The corporation will repoit as income the $90,000 of profits left after 
paying the salaiies amounting to $60,000 A reasonable allowance for salaries 
IB deductible as a business expense It is assumed that the amounts of salaries 
mentioned m the vaiious cases would be allowed as reasonable The subject 
of taxation as it iclates to the amount of salaries that should bo paid is discussed 
further in the chapter on “ Management of Income," page 646 
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A 

B 

C 


A 

B 

C 


Cam VI (Partnership) 


Salai 1/ 

Share of ptufiti, Total income 

Tax payaUe 
on income 

srjO.OOO 

$25,000 $75,000 

$18,779 

25,000 

12, .500 37,500 

6,380 

25,000 

12,500 37,500 

5,380 


Toliil tax on paitnois 

$29,539 

Case 

VII (Corporation) 



Salat y Share xn yt ofits 

Tav payable 


$50,000 $25,000 

$18,779 


25,000 13,500 

6,364 

• 

25,000 12,600 

5,354 


Total tax on individuals 

. $29,487 


Corpoiate income tax 

9,000 


Fedcial caijital stock tax . 

1,500 


Total tax $39,987 


Ca&e VIII (CoRPoamoN) 



Tax payable 

Salat lea 

on salat xee 

A $50,000 

B 25,000 

C. . 25,000 

$8,869 

2,489 

2,489 

Total tax on individuals 

$13,847 

Corpoiato incomo tax 

9,000 

Fodcial capital stock tax 

1,500 

Total tax 

$24,347 


It will bo noted from the cases on pages 181 and 182: 

1. If the income is divided equally, it is better to conduct 
the business as a partnership. 

2. If the income is divided in the ratio of 3 to 1 to 1, with 
moderate salaries, the partnership has the advantage, unless 
the owners care to leave .their profits in the business.*’^ 

3. If the mcomo is divided 2 to 1 to 1, with large salaries, 
the partnership has the advantage, unless the owners care to 
leave their profits in the business. 

Effect of tax situation if owners have other income. — ^The 
form of organisation cannot rest, as we have indicated here, 
on the income of the business alone. We must consider also 
the outside private incomes of the owners. To make the 
situation quite clear, suppose wo take the first two cases above, 


See footnote 23, ,on page 179. 
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from which we learned that the taxes would be much less i 
the business were conducted as a partnership. We ma; 
assume that each of the owners has an income of $10,000 fron 
rents of buildings, interest on bonds that aie not tax-exempt 
and like sources. Since the owners have this private income 
they can afford to take less out of their business, and if, as i 
likely to be the case, then business is growing, they wiJ 
wish to leave as much of the profits in the business as possible 
We may assume, therefore, that each will withdraw from th 
business only a salary of $10,000. 

Conducted as a partnership, the business would yiel( 
$50,000 to each member, giving him an income of $60,000, oi 
which the total tax would be $12,345, maVing a total ta: 
burden of $37,035 

If the business were conducted as a corporation, the nor 
mal tax and sm'tax to be paid by each member under the eir 
cumstances outlined would be levied on only $20,000; thi 
would be $1,605, or for all three, $4,815. The corporatioi 
would pay income taxes on $120,000 amounting to $21,601 
and a capital stock tax of $1,500. The total burden in thii 
case would be only' $23,100. Obviously, the corporate forn 
would be better. 



Chapter X 

PRINCIPLES OF BORROWING 

Classification of creditors. — Money may be raised by tak- 
ing the poi’son who furnishes it into the enterprise in some 
form of ownership, such as partner or stockholder, or by mak- 
ing him a creditor. Ci’editoi’s may be classified in various 
ways, the chief classifications being. (1) that dividing them 
into secured and unsecured creditors, and (2) that dividing 
them mto long term and short term creditors. 

Secured and unsecured creditors. — When a person be- 
comes insolvent, the law regards his property as belonging, 
in effect, to his creditors. But because ho is insolvent his 
assets will be insufficient to satisfy all their claims and it 
becomes important then to determine in what order their 
claims shall bo paid. 

If the debtor has given hens, such as a'moitgage on specific 
pieces of property, the persons holding such lions ordinarily 
have a first claim on the proceeds of the sale of that property, 
and if several liens have been given on the same property, the 
several holders may demand full payment out of the proceeds 
of the sale in the order in which those liens were placed on 
the property. Thus, a house worth $10,000 may be mort- 
gaged by X, its owner, to A for $5,000 and subsequently to 
B for $3,000. A and B will have, respectively, first and 
second mortgages of $5,000 and $3,000. A is entitled to get 
his $5,009 in full from the proceeds of the sale of the property 
before B gets anything If, after satisfying A and B, there 
is anythmg left, the residue will go to the geneial unsecured 
creditors. 

Long and short term debts. — ^When money is loaned for the 
purchase of merchandise that is to be resold, or for the pur- 
chase of material that is to be worked up and resold, the term 
for which the loan is made is likely to be determined by the 
time it takes to resell the goods. Debts to carry such goods 
are ordinarily created (1) by borrowing money from a bank, 
(2) by accepting a draft drawn by the original seller of the 
goods, or (3) by giving the seller a promise, evidenced only 

184 
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by an entry in the creditor’s books of account. To be sure, 
other methods of payment may be used, such as the promis- 
sory note, but the three methods stated are the usual ones. 

When, however, money is boirowed for the purchase of 
land, or for the constiuction of a building, or for acquiring 
any other capital goods, the term of the loan is likely to be 
long enough to give the borrower time to repay the loan out 
of the earnings of the capital assets. In such cases the loan 
IS likely to be secured by a mortgage on the property of the 
borrower, and the mortgage will be accompanied by a written 
acknowledgment of the debt, called a bond.^ If the loan is 
very large and is made by many persons, the debt it creates 
will be divided into similar parts each evidenced by a separate 
negotiable bond, and the whole secured by a mortgage made 
out to a trustee, who will hold the mortgage for the benefit of 
the bondholders. This is the usual practice where corpora- 
tions borrow largo sums.* 

Forms of corporate bonds. — ^We shall assume that the 
reader is familiar with the forms of notes and drafts used 
m short term borrowmg.® But wc must pause to describe 
more fully a corporate bond in order that the reader may have 
some familiarity with it when we come to discuss it later. 

Modem bonds usually begin with the words, “For value 

received the Co. agrees to pay to the bearer, or 

if registered to the registered holder . . ” Then follows the 
amount of the bond, usually $1,000, although $500 bonds and 
f 100 bonds are becoming common, with the due date, interest 
rate, and interest dates. If the bond is made to bearer it wdl 
be called a coupon bond, for the interest payments will be 
represented by sheets of coupons attached to the bond. As 
the mtercst days approach, the appropriate coupon is “clip- 
ped” off by the bondholder and deposited in his bank, which 
forwards it for collection to the fiscal agent of the company. 

A bond, such as the one described in the jTrecedmg para- 
graph, IS negotiable, and if lost, title will be lost by the owner 


^ A corporate bond may be defined as a written promise, under seal, to pay 
a specified sum of money, usually $1,000, at a fixed time m the future, usually 
moie than ten years after the promise is made, and is usually one of a series 
of similai bonds all cariymg interest at fixed rate, and all covered by a so-called 
deed of trust, or mortgage, m which the corpoiation’s property is mortgaged 
to the trustee for the benefit of all the bondholders 

* See Chapter XIT. 

• See P, A. Cleveland, "Funds and Their Uses ” 
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as soon as the bond gets into the hands of an innocent pur- 
chaser. To avoid such a loss, the bond may be registered 
either as to principal only, in which case the interest coupons 
are not detached, or as to prmcipal and interest, in which 
case the coupons are removed. Where a so-called- fully 
registered bond, such as was just described, is held by an 
investor, inteiest is sent to him at his registered address in 
the same way that dividends are mailed to stockholders 
Registration of a bond consists in placmg the name of the 
holder with his address and the date of registry in a book kept 
for that purpose by the trustee named in the bond, and also 
in writing the name of the holder on the back of the bond. 
Usually bonds are mterchangcable, that is, the holder may 
exchange one form for another If, for example, he holds a 
fully registered bond and wishes to change it for a coupon 
bond, he takes it to the trustee, who cancels it and issues the 
proper bond in its place. Usually a small fee of from $1.00 
to $2 00 IS charged to cover in part the cost of making the 
exchange. 

X, Trading on the equity. — ^The term of a loan may be ex- 
tended indefimtely either by making the loan run for a long 
period in the original contract^ oi by renewing or refunding 
the loan when it becomes due.® This principle of long term 
borrowing is based on the general rule that if it paj^ to borrow 
in the first instance, it pa^ to continue to borrow. Thus, 
if a company is able to earn 10 per cent on capital, and if it 
can borrow money at 5 per cent, it can earn 6 per cent on the 
other people's money, and if its capital is half owned and half 
borrowed, the return on the total capital will give the company 
a yield of 15 per cent on its own capital. But, on the other 
hand, if the earnings faU below 6 per cent on its total capital, 


< The Pubho Servioo Corporation of New Jersey has issued perpetual bonds 
The Elmira & Wilhamsport R B, Co 's Income 6's, datcU May 1, 1863, are 
duo m 999 yeais The holders of United Power & Transpoitation Co ’s 
Collateial 4’b may demand thou piincipal in 1949, but thoieafter the bonds 
are payable at the option of the company Somenhat in the same way Read- 
mg R R bonds known as the Wilmington & Northern R R Stock Trust Gold 
4% Ceitifioates are due when ledoemed, and are redeemable on thuty days’ 
notice given by the company 

5 A debt IS said to be “funded” when it is evidenced by seounties that do 
not mature lor a oonsideiablc period of tunc If these securities are exchanged 
for other securities either before or at the time of matuiity, the loan oi debt 
is said to be “rounded ” 
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owned and borrowed, the income on its owned capital will be 
less tbaii the earnings on its total capital, ior the company 
will be compelled to pay ft per cent interest on the money 
borrowed whether it has been earned or not. The principle 
can best be illustrated in the following table, wheicin it is 
assumed m the upper pai L that the company is in business with 
$100,000 on which it earns in the first year 10 per cent, and in 
the second and thiid ycai 15 per cent and 3 per cent, respec- 
tively. In the lower pait of the table is shown what would 
have happened to the company if it had borrowed an addi- 
tional $100,000 at 6 per cent 

TABLE NO 3 

ILLUSTRATION OF TRADING ON THE EQUITY 


Wlioio $100,000 owned capital is used: 
Earnings 

Per cent on $100,000 

Where $100,000 owned eapiliil is iihod, 
and m ndditiou $100,000 is boiiowod 
at 5% 

Eaiiiuigs 
Interest . 

Not EiiininB<i 
Poi cent on $100,000 


Fitst Year Second Yea? Third Year 


$10,000 

$15,000 

$3,000 

10% 

15% 

3% 


$20,000 

$.30,000 

$6,000 

6,000 

6,000 

6,000 

$15,000 

$25,000 

$1,000 

15% 

25% 

1% 


When a person or a corporation uses borrowed capital as 
well as owned capital in the regular conduct of a business, 
he or it is said to be “trading on the equity, ” and as we saw m 
the above example, the gams are magmfied as well as the 
losses If, therefore, a company is reasonably sure to earn 
more than it pays out in the form of interest on borrowed 
money, it can profitably continue to borrow. 

Lltnite to borrowing of fixed funds. — Several principles, 
however, may operate to limit the extent to which a company 
may profitably borrow money. The first principle is that 
already alluded to, namely, that losses are magnified as well 
as profits. If, therefore, a company has fluctuating income, it 
runs great risk of being imablo to pay its interest during lean 
years and of bringing on a receivership with all its difficulties 
and losses. Thus, railroads or public utilities can much better 
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afford to borrow than can industrials, since the former have 
more stable earnings » 

In the second place, borrowing may be limited by the 
principle that capital beyond a certain amount cannot be 
profitably employed because of the difficulty in mamtaining 
economically an orgamzation that can properly co-ordinate 
the business functions. This limitation, however, will prob- 
ably seldom become a real danger in any fairly well managed 
concern.’f 

The third limitation on the funds that can be profitably 
employed is made by the extent and size of the market for the 
products of the concern. Large-scale production has many 
advantages tending to reduce costs of production,® but when 
production outruns demand, the price of the product will fall 
to a non-profit-yielding basis. As supply increases, prices 


® The following mathematical computation sliows that the more stable tho 
gloss moome the greater may be the amount of borrowmg In older to follow 
the demonstration, which is m fact veiy simple, two cxpiessions, “operatmg 
ratio” and "financial ratio oi nsk," must be understood Opeiatittg ratio is 
the ratio of operating expenses to gross income. Fmancial risk is the ratio 
of tho mterest chaiges to the sum available for the payment of interest charges — 
that 18, the net income left aftei subtracting tho operating expenses from the 
gross mcome 

Let a = gross moome in normal yeai. 

b = decrease of gross income m the poorest yeai 
m = operating ratio (ratio of operatmg expenses to gioss income) 

X = financial risk, that is, the laigest possible risk that can be met m 
any (that is, the poorest) yeai 


Gross mcome 
Operatmg expenses 


Normal Year 


a 

am 


Poorest Year 
0 — 6 
(o — 6 )m 


Net mcome 
Fixed charges 


a — am (o — 6 ) — (o — b)m 
!i;(o — am) 


The quantity a(a — am) is unknown, smoe one term is unknown What- 
ever it amounts to, it is by its veiy natuie constant, that is, iL will not vary 
from year to year It should not be larger than the net mcome m the poorest 
year, but it may be as laige, m othei woids, it may be equal to tho net mcome. 
Thus j-(o — am) = (o — 6 ) — (o — b)m Factoring and solvmg for x. 

(o — 6 ) (I — m) (a — b) 

^ “ a (I —m) “ a 


That IS, the financial iisk (s) may be equal to the ratio of the gross mcome 
m the poorest year (a — 6 ) to the gross income m the normal year (o). 

’ See chapters on expansion and mtei corporate lelations, 

* Tbtd 
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naturally fall. If, however, the overaupply can be shipped to 
another locality, puces may bo maintained.'' In other locali- 
ties competition may bo stronger or the natural demand 
weaker than in the homo market. »Still, it may pay to enter 
these. maikets and meet the competitive prices Indeed, by 
.so doing it may be po.s.siblc to pi event foi'eign competition 
from iin'ading the home market. But when competitive 
prices in the forengn maikct become prohibitively low, the 
limit of iirodiiction i.s reached, and with it the limit for the 
use of additional borrowed capital. In some businesses 
markets that bring in an inadequate return must be developed. 
Examples abound of pubhc utility companies temporarily 
carrying s(irvice to spamcly settled communities at a loss. 

The fourth limitation on the funds that can be profitably 
boi rowed arises from the fact that successive sums are oidina- 
lily borrowed at higher rates of mtere.st because each new sum 
ihat is advanced involves the lender in greater risk. Here 
again we may lake a hypothetical example. Suppose a 
concern makes a net income of $400,000 in the average year, 
that its gross income is $1,000,000, and that the company has 
three successive mortgages on which it pays interest amount- 
ing respectively to $200,000, $100,000, and $50,000. Let us 
HOC what the factois of safety are for these thiec mortgages 
in a normal year and in a year when the gross income drops 
only 10 per cent. 

®Aii iutoiC'sling oxaniplo of tho uses of foreign mnikots is quoted fioro 
tho Wall Hlicft Jiiwnal, Dcponibcr 20, 1011, by Piofesfeois Maishall, Wright, 
and Field, in ‘‘Matorials for tlip Btiidy of Elementary Economicfa,” page 421: 
“Etbaon fold Mr Eiliiioiida a very mterobtmg porbon.il anecdote, eapooially 
pertinent at thw time nhon the accntation is made that the United States Is 
diiinpiiig laige mnounts of mamifactured pioducts on the foioign market 
Edison said’ ‘I was the fust manufactuier iii the United States to adopt the 
idea of dumping suiplus goods upon the foieign market Thiity years ago 
my balaiiee sh«*t t.hoi.'oil ino that I was not making much money My manu- 
factuniig plant was not innnmg to its lull capacity I couldn’t fmd a market 
foi iny pioducU '"Then I siiggcbtcd that wo undertako to inn our plant on 
full capacity and sell the huipliib inudnots in foreign markets at loss than 
the cost of pioductioii Evoiy ono of my associates opposed me I had my 
o\ports figiii e out liow much H would add to the cost of operating tho plant 
if wo nicieused this production 25 per cent Tho figuios showed that wo 
could inereaho tlio production 26 per cent at an increased cost of only about 
2 per cout On this hams I soul a man to Europe who sold lamps there at a 
price Ifibs than the post of pioduction in Europe. By doing this I was able 
to employ more labor to nm my plant to lull capacity, and this labor, of course, 
rect'ivwl high wages. Amcnoan ponsiimois woie not injured in the sliglitesl, 
and I was enabled to employ 26 pei cent more men and get nd of surplus 
product by dumping at upon the foreign market.’ ” 
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Normal Year 

Item 

Poor Year 

Gross income . , 

$1,000,000 

A 

$000,000 

Operatmg expenses 

600,000 

B 

640,000 

Income fiom operations 

$400,000 

C 

$360,000 

Interest on fiist moitgage 

200,000 

D 

200,000 


$200,000 

E 

$160,000 

Interest on second mortgage 

100,000 

F 

100,000 


$100,000 

G 

$60,000 

Interest on third mortgage 

50,000 

S 

60,000 

Net income 

$60,000 

I 

$10,000 


If we call the ratio of what is left after paying the interest 
to the amount of the interest the “factor of safety, we 
can readily compute the result as follows: 




Nmmal Yeai 

Poor Year 

Factor of safety of first moitgage 

(E D) 

100% 

80% 

Factor of safety of second mortgage 

(G F) 

100% 

60% 

Factor of safety of third mortgage 

(7 H) 

100% 

20% 


Thus it will be seen that the third mortgage, which appar- 
ently has as good a position as the first mortgage during a nor- 
mal year, falls close to the danger line when there is a drop 
of only 10 per cent in the gross revenue. Indeed, if we had 
assumed that the operating 'expenses had not fallen in the 
same proportion as did the gross revenues, but had fallen 
only to, say, 1576,000,^^ the third mortgage inteiest would not 


M xhe ratio of S to iJ, and 8o forth, is the “factor of safety”; the amounts 
left after paying the interest in the sevetal oases are properly called “margms 
of safely”; the ratio of all the interest payments, D plus F plus H, to the 
amount available theiefoi, C, is the financial ratio or iisk It should be noted 
that fina;^cial statisticians who undeistand their busmess would not lepoit 
the factor of safety of the second mortgage as the ratio of G to F In each 
case of jumoi moitgages the factor of safety is the latio of what is left after 
paymg mteiest on that mortgage to the mteiest on that moitgage plus 
the interest on all pieceJmg moitgages The factoi of safety, thcrefoie, of the 
second mortgage is the ratio of G to F plus D, and of the third mortgage the 
ratio of 7 to H plus F plus D In the table m the text the factor of safety is 
expressed as 100 per cent m each case to show the relatively poor position of 
the junior mortgages m the poor year 

Operating expenses ordmonly do not voiy directly with the gross revenues. 
A little^ more or a httlo less busmess will likely have no effect at all on the 
operatmg expenses In the assumption above, it was icckoned that only 40 
per cent of tho operating expenses are vanablc; that is, instead of the oper- 
ating expenses shrinkmg by a full 10 per cent, they would shrmk only 10 per 
cent of 40 per cent, or 4 per cent Thus we decreased the operatmg expenses 
by 4 per oent of $600,000, or $24,000. In Chapter XXVI is a chart, taken by 
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have been met in the poor year by $2G,000. The factor of 
safety, in other words, would have been minus 52 per cent. 

Advantages of consolidated borrowing. — ^Ijct us assume 
that the interest rates on the mortgages in the previous 
example wore rospeetivcly 5, 0, and 7 per cent and that the 
amounts of the mortgages wore therefore about 000,000, 
S1,6G6,666, and !|71 4,284. If, now, these mortgages could 
be consolidated into one mortgage bearing 5!i per cent 
interest, the situation in the two years would work out thus : 



No 7 mal Year 

Poor Yew 

Gioas Revenue 

81,000,000 

$000,000 

Operating Expenses 

600,000 

640,000 

Net Income 

$400,000 

$360,000 

Intel est 

335,000 

335,000 

Surplus 

$65,000 

$25,000 

Factor of Safety 

10 37% 

7 46% 


The factor of safety dropped 12 points, from about 19% 
to about 7 %. whereas in the case of the tlurd mortgage in the 
previous example it dropped a full 80 points, and in the case of 
even the first mortgage it dropped 20 points. Moreover, 
it will be noticed that the total amount of interest paid in the 
second example was 138.5,000, ns against $350,000 in the first, 
where there were three separate mortgages.^® The saving 
accomplished by consolidating the mortgages amounts annu- 
ally to $15,000.“ 


pormission fiom Mr Samuel I Wyci, “Regulation, Valuation and Depreciation 
of Public Utilities,” 111 which aie shown graphically the vaiiable and fixed 
operating costs of cciloin utilities In the case of the steam lailioad, for 
example, about 60 per oonl of the opciatmg costs have to be met whether 
busmess is good oi bad; the other 50 per cent vanes moie or less directly 
with the vaiiations in gloss mcomc 

The above example is not typical of the large corporation It is only m 
the smaller corpoiations that the junior mortgages decrease in amount. In 
large, growing corporations it is cuslomaiy for the fiist mortgage to be a small 
undoilying mortgage placed on the piopoily when the corporation was small 
and stnigglmg tSubsequont mortgages aio made after the ooipoiation has 
gotten well on its way In such corporations, therefoie, the mortgages that 
boar the high rates ol interest aic for the larger amounts, and consolidation of 
those laige mortgages with a reduced rote of interest will show a great savmg in 
fixed charges. 

“ A saving that should also bo noted, and that represenls an impoitant item, 
is the cost — ^m legal fees, advertising costs, and the hke — of financing under 
separate moitgages and of refinancing as Uie mortgages fall due. For other 
advantages, sec pages 228 el eeg 
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Some general principles of borrowing. — From the fore- 
going discussion in this chapter we may deduce several prin- 
ciples of finance which it will be well to set down here by way 
of summary. 

1. The last dollar is the most expensive dollar. This is 
true because the last dollar takes the greatest risk and demands 
a higher return to compensate for the risk Another reason, 
quite apart from the legal reason that hens are paid off in 
the order in which they are placed on property, is that the 
last dollar occupies the strategic position of rescuing the other 
dollars. Thus a concern may be in fair condition but may 
need some money to tide over bad times. The people who 
provide this money realize the great benefit it brings to the 
concern and demand commensurate compensation. More- 
over, it frequently happens that the “last dollar" will be 
raised in tunes when money is scarce, and for this reason the 
interest rate will be high. 

2. From the foregoing, and also from the discussion pre- 
vious thereto, it follows that a single large bond issue is better 
than a number of small issues. 

3. We may reiterate the principle already enunciated, 
that corporations with stable earnings may borrow more 
than.corporations with fluotug-tmg earnings. 

4. Since the last dollar is the most costly dollar, whatever 
can be done to reduce the cost of this dollar should be done. 
If a company has been financed without regard to financial 
principles, when the last dollar is sought it is likely to prove to 
be the straw that breaks the camel’s back. But a wisely 
financed company can borrow extra money even in times of 
stress, for it will have saved its best security till the last. 
During periods of prosperity it will finance expansions through 
the sale of stock or debenture bonds. “ When it runs upon 
bad times it will probably have little difiSculty in issuing 
securities that have a first claim on earnings. For this reason 
some companies, as soon as the opportunity arises, refund 
their bond issues into stock, A movement toward refunding 

to what makes for stable earnmgs, see chapter on management of 

mcome 

If the company is eammg very large profits, these may be conserved for 
the old stockholders by issumg non-paiticipating piefeired stock for expansion 
purposes 

“ For example, the Anaconda Copper Minmg Co in 1929 issued new stock 
amounting to $268,987,600. From the proceed the company retired about 
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into stock wna evident during the yeai'S 1927-1929 when stocks 
were in demand. 

Relation of amount of borrowing to rate of interest. — 
Companies cannot affoid to boriow much when they have to 
pay .high rates of interest for the borrowed funds. In fact, 
when money is scarce and iutcrest rates are high, borrowers 
ordinarily leduce their boirowmgs to a minimum and arrange 
the contract of loan for a short period only,^^ 

Interest lates are fixed not only by demand for and supply 
of funds, but by the risk which the lender takes in committing 


$10.1,000,000 mil'jliinding of fust consohdated O's, and a small balance of 
delK’uluu' 7’b roniainuig nnoonveitcd It also rotiiod pait of its subsidiary 
funded debt 

” Oiihnuiily the intciest on a corpoialo bond is a fixed charge, by which 
IS meant a chaige on tlic eainmgs and assets A\hich must be met if the com- 
pany 18 not 1o be deprived of its propoity by its ci editors (Dividends on 
piefeiiod stock aie often lefeiied to as ‘'contingent chaiges” and dividends 
on eominon stock as “optional charges”). Somofiraos, however, companies 
issue bonds the mtorest on which is to be paid only when the company cams it 
Much bonds aie called income bonds They are somewhat laro and suffer 
fiom the fact that they aio usually given in oases whoio the earnings will 
hnullv meet the iiiteuist leiiuncmonts Nice queHtions of accounting may 
luise in ealeulatmg ineoino available foi these bonds, and siuoo the margin 
of itu'oiue above niieicHt lemmemcnls is smull, the imporlnnce of deciding 
tho.se quest ions one a ay or the olhei will likely lend to vexations litigation 
(Sec CVutinl of (leoigm K Co v Cent Tiust Co. of N Y, 135 Ga 472; 
Hpies V Clue & East. Ill li. Co , 40 Fed 31; Thomas v N Y. & G. L By. 
Co , 13!) N Y 103; Un. Vac. R. Co. v. IJ B., ()‘) U S 402, 420, Dairy v. Mo., 
K. & 'r R Co., 27 Fed 1 ; Day v. Ogdensbuigh & L C. 11. Co , 107 N Y 129; 
Lehigh Coal & Nav Co v. Cent. 11. Co. of N J , 34 N. J Eq 88; Whitridge 
V. Mt Veuion Woodberry Cotton Duck Co , 210 Fed, 302; Morse v Bay 
State Gas C’o., 90 Fed. 938, 940, 940; Hubbard v. Galveston, eto , R 
Co , 200 Fed SOI, Edna ids v Ditcinnlional Pavement Co , 227 Mass 200.) 
Income bonds are usually seemed by second or third mortgages, and the 
arrearages of unpaid intciest aic sometimes accumulated aud sometimes not 
Where aiieaiagos of inteicsl on mcome bonds must be mot before dividends 
can bo paid on slock, tho bonds are called cumulative. See, foi an example, 
C W Geistenbcig, "Matciiah of Coiporation Finance,” page 936. 

In very raie- cases corpoiations have issued “participating” oi "piofit- 
shailng” bonds Wheicas the holders of moome bonds may receive less 
iiilorest than a stipulated maximum, holders of participating or piofit-sharing 
bonds may receive more than n stipulated minimum, depending on the oammgs 
of fhe company and the terms of the coutiaot. During 1927 and 1928 several 
toll budge oonipauios issued participating dobontuie bonds The fiist smkmg 
fund gold debeiiUiie 0).^’8 of the Ban Fianoisoo Bay Toll Bndge Co have 
attached theieto emipuns entitling heldcis to partioipation on interest dates 
In semiannual net earnings, after certain spooilic deductions, to tho extent of 
l>a per cent of tho principal amount of debentures outstanding. A similar' 
arrangement is found in tho Detroit International Bridge Co participatmg 
7 per oont debentuios of 1962 Both companies defaulted in, interest payments 
on f.ho bonds durmiz the deniession 
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his funds to a particular borrower. For thds reason, old, 
well-established concerns can borrow more freely than young 
concerns whose reputations have not been established. More- 
over, the nature of the business will have some effect; rail- 
roads, for example, ordinal ily pay a much lower rate than 
industrials, because the earnings of the former arc more stable 

A small difference in interest rate does not seem impor- 
tant, but if the difference between rates, such as 5 and 5^, is 
accmnulatcd over the life of the loan, it will be found to amount 
to a large sum. For example, if the difference between a 5 
per cent rate and a 5)4 per cent rate on an issue of $1,000,000 
running for 100 years is accumulated at compound interest at 
6 pel cent, at the maturity of the issue the amount saved will 
equal $1,315,012.58 — ^more than the face amount of the bonds. 
To put it another way, a company that can borrow at 5 per 
cent can borrow, at the same aggregate annual cost, about 10 
per cent more than a company that must pay 5)4 per cent. 

Selling loans at a discount. — When a company borrows 
money, it may be said to sell its credit. It in effect gives its 
credit for the amount of cash it receives. What it really does 
is to agi’ee to make a certain number of interest payments 
at various times in the future and finally to pay a ceitain sum 
of money, called the principal. The lender has the right to 
receive m the future various sums of money. These rights 
are not worth at the present time their face value. That is, a 
hundred-year bond for $1,000, mterest 5 per cent, is not now 
worth $1,000 plus 100 times $50 (100 annual interest pay- 
ments of $50 each). Each pajrment must be reduced to its 
present worth. To find the present worth, for example, of the 
principal of $1,000 due in 100 years, we must discover what 
sum placed at 5 per cent compoimd interest for 100 years 
wiU amount to $1,000.^° In the same way we can find the 


J« When the pnee of bonds is fixed, the buying tendencies of investois must 
be cousidcied, just as puiohasing habits must be considered ui seUing any Ime 
of goods For example, durmg the stiong mvestmont market piior to the 
break of 1929, investment bankers fixed the interest on bonds at a rate which 
would permit pricmg of the security at less than par The reason for this was 
that mvestois wore found to be wilhng to pay bettei pnees foi a bond bearing 
a low coupon late and sold at a discount tlian to pay par or a piemium on a 
bond carrymg a high rate of interest The ealhng of many bonds long before 
maturity had made the mvcstoi look upon the purchase of a bond at a dis- 
count as an opportumty for a speculative profit. 

The answer is 97 60449 if the compounding is done annually. 
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present worth of all the interest paynaents-^®" The more 
remote interest payments will be worth at piesent very httlc, 
the one that is first due will be worth very nearly its face 
value. The sum of the present worths of the principal and 
all the coupons will be just $1,000, or exactly what the bond 
costs. 

With this brief explanation we may show the effect of sell- 
ing bonds at a discount, as far as the burden to the company is 
concerned. 

A perpetual loan for 4 per cent sold at 80 will be equivalent 
to a perpetual loan for 5 per cent sold at par The company 
which sells a 4 per cent bond at 80 will give annually $40 for 
the use of $800, or just 5 per cent. Where the bond has a 
maturity date, the difference between what the company gets 
and what it eventually must pay back is the discount, and 
this, by a process known as amortization, may be added to 
the interest charge annually. Thus, in a crude way, if the 
two bonds referred to in the above example ran for ten years, 
the bond which sold at a discount would cost the company 
not only 5 per cent for its money, but the discount of $200, 
or $20 a year for ten years, brmging interest on $800 from $40 
to $60, or from 5 per cent to 7K cent.*’ 

Probably a company mak^es the best bargain when it 
adjusts the interest rate to make the bonds sell at par or 
slightly below par. In practice, for several reasons that need 
not be mentioned here, bonds whose interest rates are so fixed 
that they will sell at a discount are more easily disposed of 
than those which sell at a premium. 

“ For a brief explanation see “Jordan on Investments,” Chapter XXV 
In piaotioe the rate \yould not be consideied pei cent, but would be 
found by consulting a table of bond yields Johnson's table, for example, shows 
that a 4 per cent bond scUmg at 80 to matuie in ten yeais has an efiective 
yield of 6 787 per cent 



Chapter XI 

SECURED BORROWING 

Kinds of security. — In the previous chapter we discussed 
some general principles of borrowing We must now turn 
our attention to the methods employed by corporations in 
carrying these prmciples into effect 

When a business man has “good credit,” by which is 
meant that he has sufficient evident earmng power to pay his 
debts, current and prospective, he is said to be trusted. Credi- 
tors will readily turn over property to him, relying on his 
general ability and proven willingness to pay at the proper 
time. But when there is any doubt about his ability to pay, 
or when his contract calls for payment at some distant day 
and contingencies are hkely to arise that may impair his 
ability to pay on the appointed day, creditors may demand 
specific security. Thus we have the ordinary real estate 
mortgage. In business transactions the security may take the 
form of a special mortgage on specific property, or the form 
of a general mortgage on all property owned or later acquired 
by the debtor. Corporate mortgages securing large bond 
issues are usually of the general variety. A third form of 
security that has become popular is the so-called equipment 
mortgage, in which the relations of all the parties involved 
are somewhat complex, the complexity being due to a desiie 
on the part of the creditor to get a specific lien on the property 
prior in claim to encumbrances that would rest on the property 
if title wero turned over to the debtor directly. Thus, as we 
shall see, in equipment mortgages the ownership of the prop- 
erty remains in the name of someone other thgin the debtor 
till the debt has been paid, though in the meantime the debtor 
is given the right to use the property.^ A fourth kind of 
mortgage used in financing is the so-called collateral trust 
mortgage, in which the security consists wholly of negotiable 
securities — ^usually the stocks and bonds of subsidiaries owned 
by the parent company. 


^ For a, more ootaplete account, see pages 240 el seq 
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Essentials of a mortgage . — A mortgage may be defined as 
a deed absolute in form, but subject to defeasance, given to 
secure the performance of some act upon the part of the mort- 
gagor, usually his repasnnent of a loan made by the moitgageo 
at the time of the execution and delivery of the mortgage. 
Thus, in the usual transaction, the mortgagor borrows money 
from the mortgagee and gives as security a deed of property, 
which deed provides that it shall be null and void if at the 
time appointed the mortgagor repays the loan.® We can get 
a better idea of a mortgage by examining one in detail 

Comments Mortgage 

Paittes Notice that Biooka This iND^NTtiBE, made this 1 0th. day of 
IS stated to be unmariied, since Mar, 1932, between Abner Biooks (un- 
if he wcio manicd his wife’s maiiied), paity of the first part, and heiem- 
namc would have to appeal as after designated the mortgagor, and Chailes 
co-maker m older to make the Dawson, party of the second part, heiem- 
mortgage piecede her dower after designated the moitgagoe 
right 

Preamble or leoitals. Whsiusab, the said mortgagor is, by 

vutue of a bond bearing even date here- 
with, justly indebted to the said mortgagee 
m the sum of $25,000 lawful money of the 
Umted States, sooured to be paid on the 
10th day of May, 1934, together with in- 
terest thoieon, to bo computed from the 
10th day of May, 1932, at the rate of 6 per 
cent per annum, and to be paid on the 10th 
day of Novemboi next ensuing the date 
heicof and semiannually thoreaflei 

Gi anting Clause, including Now This iNDENTtnus Witnhsseth, 
considciation Notice the true that the mortgagor, for the bettei’ securing 
considoiation is contained in the payment of the said sum of money 
theieoitdls The consideiation mentioned in tho said bond or obligation, 
heie mentioned amounts to with mteiest thereon, and also foi and m 
legal "camouflage ’’ consideiation of the sum of one dollar, 

to tho moitgagoi m hand paid by tho mort- 
gagee, the leoeipt whereof la hereby acknowl- 
edged, does hereby grant and release unto 
the mortgagee, and to his lieiis and assigns 
forever, ALL that ocitain lot, piece, oi 
paiool of land, with all the buildings and 
impiovemonts thereon made or erected, 
situate, lymg and bemg m tho Borough of 

* In some juiiedictions, as for example. New York, the real estate mortgage 
has ceased being a conveyance of propoity subject to doloasanooj it is but a 
hen, that is, a claim against the property, tho claim amountmg to a right in 
the lienee, that is, the mortgagee, to have his honor’s mteiest m tho propeity 
sold to make good the debt, 
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Comments Mortgage 

Manhattan, City, County, and State of 
New York, bounded and desonbed as fol- 
lows, to wit 

Description of the piopcity Beqinninq at a certain point on the 
mortgaged north side of Joffre Avenue, distance one 

himdicd feet cast of that pomt known as 
the noitheast corner formed by the inter- 
section of Fooh Street and Joffie Avenue, 
runmng thenco (1) fifty feet due east on 
a line with the said Joffre Avenuej thence 
(2) one hundred feet due north on a hne 
parallel with said Fooh Street, thence (3) 
fifty feet due west on a lino parallel with 
said Joffie Avenue; thence (4) one hun- 
dred feet due south on a hne parallel with 
said Fooh Street to the place of begmnmg. 

Toobtber with all fixtuies and ai tides 
attached to or used m connection with said 
premises, all of which are declared to be 
covered by this mortgage; together with 
the appurtenances, and all the estate and 
rights of the party of the first part in and 
to said piemises 

Habendum clause states the ^o Havb and to Hold tte above-granted 
quantity of the estate conveyed mortgagee, his heirs 

Notice that if the instrument assigns forever, 

closed here, the mortgagee 
would get the fee, that is, the 
absolute title 

Defeasance clause states con- I^ovidbd Alw^b that if the said 
ditions under which conveyance mortgagor, or the heirs, executors, admm- 
gianted in former paragraphs “i-rators, or the persond representatives, 
wiU be defeated. sucoessois, or assigns of the said mortgagor, 

pay tho said sum of money mentioned m 
the said bond oi obhgation, and the mterest 
theieon, at the time and m the manner 
mentioned m the said bond oi obhgation, 
then these presents and the estate hereby 
granted, shall cease, detennme, and be void. 

Covenants The following Am the said mortgagor ooveuanls with 
covenants are not necessary to a the mortgagee as follows ; 
complete mortgage Some are 
almost always included, otheis 
are usually included They are 
agreements by the mortgagor, 
who retains actual possession of 
the property, better to protect 
the mortgagee 
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Comments Mortgage 

Covenant oonforimg right to First — That the mortgagor will pay the 

sell This covenant is, under indebtedness as heieinbefore provided, and, 
the laws of most States, un- if default be made m the payment of any 
necessary part thcioof, the mortgagee shall have 

' power to sell the premises herem described 

accordmg to law Said premises may be 
sold m one parcel, any provision of the 
law to the contraiy notwithstandmg 

Covenant to msuie and re- Secokd — That the moitgagoi will keep 

pair, the buildings on the said premises msuied 

agamst loss by fire foi the benefit of the 
moitgagee. And should the mortgagee, by 
reason of any such insurance agamst loss 
by fire, as ofoiesaid, receive any sura or 
sums of money for any damage by fire to 
the said building oi buildings, such amount 
may be retained and applied by said mort- 
gagee toward payment of the amount here- 
by seemed, or the same may be paid ovei 
either wholly or in part to the said mort- 
gagoi, or the heirs, succcssois, or assigns of 
the moitgagor, to enable said mortgagor to 
repair said buildings or to oiect now build- 
mgs in their place, or foi any othei purpose 
or object satisfactory to the said mortgagee, 
without affecting the hen of this mortgage 
for tjje full amount secured hereby brfore 
such damage by fiie, or such payment ever 
took place 

Third — And it is hereby expressly agreed 
that the whole of said principal sum, or so 
much theieof as may remam unpaid, shall 
become due at the option of the mortgagee 
after default m the payment of any tax, 
assessment, or water rate for sixty days 
after notice and demand, oi m case of the 
actual- or thieatened demolition or lemoval 
of any building erected upon the said 
piemises, anything herein contained to the 
contrary notwithstandmg 

Covenants of “general wor- Fourth — ^That the moitgagor will exe- 

ranty" and “further assur- cute any further necessary assuianoe of the 
anoe ” title to said piemises and will forever war- 

rant said title. 


Fifth — That if default shall be made m 
the payment of the pnncipal sum men- 
tioned m the said bond, or of any install- 
ment thereof, or of the mterest which shall 


Interest and tax clause. This 
covenant serves to “aoceleiato 
the maturity’’ if taxes or m- 
tercst aie not paid 


Eight of entry. 
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Comments Mortgage 

accrue thereon, or of any part of either, 
at the lespective times therem specified for 
the payment theieof, the mortgagee shall 
have the right forthwith, aftei any such 
default, to enter upon and take possession 
of the said mortgaged premises, and to let 
the said premises, and receive the rents, 
issues, and profits thereof, and to apply the 
same after payment of all necessary charges 
and expenses, on account of the amount 
hereby secured, and said rents and profits 
are m the event of any such default hereby 
assigned to the mortgagee 

Receiver. Sixth — ^And the mortgagee shall also be 

at hbeity immediately after any such de- 
fault, upon pioceedmgs bemg commenced 
for the foreclosure of this morigago, to 
apply for the appointment of a receiver of 
the rents and profits of the said premises 
without notice, and the mortgagee shall be 
entitled to the appomtment of such a re- 
ceiver ns a matter of right, without con- 
sideration of the value of the mortgaged 
premises as security foi the amount duo 
the mortgagee, oi the solvency of any per- 
son or persons hable for the payment of 
Buah amounts 

The right conferred by this Seventh — ^And the moitgagoi does fur- 

covenant is termed "the right of ther covenant and agree that, in default 
subrogation ” of the payment of any taxes, chaiges, and 

assessments which may be unposed by law 
upon the said mortgaged premises, or any 
pait thereof, it shall and may be lawful for 
the said mortgagee, without notice to or 
demand from the mortgagor, to pay the 
amount of any such tax, charge, or assess- 
ment, and any amount so paid the moi tgagor 
covenants and agrees to repay to the mort- 
gagee, with mteiest thereon, without notice 
or demand, and the sanfe shall be a ben 
on the said premises, and be secured by the 
said bond and by these presents and the 
whole amount thereby secured, if not then 
due, shall thereupon, if the mortgagee so 
elect, become due and payable forthwith, 
anythmg herem to the contrary notwith- 
stemdmg 


So-called Brundage clause. Eighth— It is hereby further agreed by 

Inserted m mortgage pimoir the parties hereto that if, at any time before 
pally to permit mortgagee to said bond is paid, any law be enacted chang- 



202 FINANCIAL ORGANIZATION AND MANAGEMENT 


Comments 

laise the rate of intoiest equal 
in amount to any toices that 
State may unpoae on the mort- 
gagee m lespect to the mort- 
gage 


Covenant to give estoppel 
certificate, which, if the mort- 
gagee wishes to sell the mort- 
gage, will be demanded hy the 
purchaser of the mortgage 


Acceleration of maturity on 
account of violation of munici- 
pal ordmances. 


Covenant as to communica- 
tions 


Mortgage 

mg the law m i elation to taxation so as to 
affect this mortgage oi the debt thereby 
secured, oi the owner or holdei thereof, in 
respect theieto, then said bond and this 
mortgage shall become due and payable at 
the expiiation of thirty days alter wiitten 
notice lequiiing the payment of the mort- 
gage debt shall have been given to the 
ownei of the mortgaged premises, anythmg 
heiem contained to the contiary notwith- 
standmg 

Ninth — The mortgagoi, or any subse- 
quent ownei of the piemises described heie- 
m, shall, upon lequest, made either person- 
ally or by registered mail, certify, m writ- 
mg, to the moitgagee oi any proposed 
assignee of this mortgage, the amount of 
principal and mteiest that may be due on 
this mortgage, and whether or not there 
are any offsets or defenses to the same, and 
upon the failure to furnish such certificate 
aftei the expiration of six days in case 
the request is made personally, or after the 
expuation of thiity days after the maihng 
of such request in' case the request is made 
by moil, this mortgage shall become due 
at the option of the holder thereof, any- 
thing heiem contained to the contrary not- 
withstonduig. 

Tenth — It is expressly undei stood and 
agiced that tho wholo of said pimcipal sum 
and the interest shall become due at tho 
option of the mortgagee, upon failure of 
any owner of the above described piemiscs 
to comply with any requirement of any 
department of the City of New York, with- 
m six months after notice in wntmg of 
such requirements shall have been given to 
the then owner of said premises by the 
mortgagee, anythmg herein contamed to the 
contrary notwithstandmg 

Eleventh — ^Every provision for notice 
and demand or request contamed hoiem 
shall be deemed fulfilled by written notice 
and demand or request personally served on 
one or more of tho persons who shall at 
the tune hold the roooi’d title to the prem- 
ises, or on their heirs or successors, or by 
registered mail directed to such person or 
persons or their heirs or suocessois, at his, 
their, or its 'address to the mortgagee last 
known. 
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In Witness Whebbof, the said mortgagor hath signed and sealed this 
instrument the day and yeai first above written 


Signed, scaled, and delivered 
m the piesence of 

Edwaid Fiothmgham 
George Hamilton 
State of New York 
County of New Yoik J 


Abneb Bbooss (Seal) 


On this 10th day of May, 1932, before me peisonally came Abner Brooks, 
to me known and known to me to be the pci son desenbed m and who executed 
the foregoing instiument, and he duly acknowledged to me that he executed 
the said mstrument foi the puiposes theicm contained 


Isaac Johnson, 

Notary Public No 1001, 

County of New York, 

(Notarial Seal) State of New York 


Operation and purpose of mortgage. — ^TJnder the common 
law the real estate mortgage printed above operated just as it 
read, as a transfer of the legal title of the property. The 
mortgagee then had the legal title, which the mortgagor could 
get back upon the payment of the loan. This right to get 
back the legal title la called the equity of redemption. 

If now the day comes aroimd for the repayment of the loan, 
and the money is not forthcoming, the mortgagee may begin 
foreclosure proceedmgs. The common law proceedings are 
now sometimes called “strict foreclosure” to indicate that 
their purpose is to foreclose the mortgagor from claiming in 
the future the right to redeem. These foreclosure proceedings 
in effect vested the equitable as weU as the legal title in the 
mortgagee. Under modern statutes foreclosure proceedings 
usually take the form of what is known as “foreclosure and 
sale. ” An action is brought, the purpose of which is to get a 
decree from an equity court directing the sale of the property 
for the benefit of the mortgagee. If a first mortgage is being 
thus foreclosed, the property sold is really the interest of the 
mortgagor, as well as the interest of the second mortgagee, if 
there be one, and of all persons getting interests in the prop- 
erty subsequent to the recording of the first mortgage. Thus, 
if a second mortgage is being foreclosed, the owner, the third 
mortgagee, and subsequent mortgagees are made parties to the 
action since it is their interests which are being sold. The 
purchaser at the foreclosure sale would take the property 
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subject to the first mortgage and subject to taxes, but clear 
of the other hens 

Under very modern statutes, as, for example, in New York, 
mortgages are worded not as a conveyance but as a hen, and 
the only kind of action to be brought is a foreclosure of the 
lien. The general effect is the same as foreclosure and sale. 

An illustration. — The principles contained m the foregoing 
paragraphs are so important that it seems advisable to clarify 
them by means of an illustration. Thus, we may assume that 
A, the owner of property reasonably worth $100,000, mort- 
gages it to B for $60,000, and then to C for $20,000, and then 
to D for $15,000. B will be said to have a first mortgage, C 
a second mortgage, and D a thiid mortgage. What really 
has happened is this: A has turned over his legal title to B, 
and has retained an equitable right, called the equity of 
ledemption, that is, the right to get back what he has trans- 
ferred upon giving back to B the amount B has loaned. When 
A gives the second mortgage to (7, he really turns over to 
him the equity behind B’s mortgage and takes back another 
eqmty of redemption. This second equity of redemption 
is the right to redeem the first equity of redemption. And 
the same process takes place with the third mortgage,’ 

We can now bring out the relationship in still more detail 
by assuming that a mortgage is foreclosed. If the interest on 
the third mortgage is not paid, it will be foreclosed and the 
purchaser at the foreclosure sale will buy the equity which 
the owner had, plus the thu'd mortgagee’s interest in the prop- 
erty. Nominally this was worth $20,000. Let us suppose the 
sale brought $12,000 and was made to X. What would X 
get? He would get the property encumbered with the mort- 
gages to B and C. Since D’s mortgage was for $15,000, D 
would not be paid in full out of the sale and would look to A 
personally for the deficiency. If A had sold the property to 
W before the fpreclosure, and W had assumed aU the mort- 
gages, D would collect the deficiency judgment from W.* 


• The word “equity” is often used in two senses first, as an abbreviation 
of “equity of redemption,” m which case it may bo defined as a legal nght; 
and, second, as the value of that nght. In the above example A had an 
eqmty of $40,000 after givmg the first mortgage, an equity of $20,000 after 
givmg the second mortgage, and an equity of only $6,000 after givmg the third 
mortgage. 

* W would not be personally liable for deficiency judgments if he took the 
property “subject to” the mortgages and not “assummg” them 
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Now, let us suppose the facts as they were originally, but 
that the interest on B’s mortgage is not paid. Let us suppose 
that B forecloses. He would brmg his action against A, the 
owner, and against C and D, the subsequent mortgagees. 
The property now would be sold to a purchaser who would get 
it free from all encumbrances. If X bought it and paid only 
$50,000 for it, B would get the entire $50,000. (We omit 
for the sake of simplicity the cost of the foreclosure proceed- 
ings, though in fact they are first to be paid from the proceeds 
of the sale.) B would also have a deficiency judgment against 
A for $10,000, since A’s personal debt on his bond is in fact 
$60,000, of which only $50,000 was paid by the foreclosuie 
sale. 

C and D also could hold A personally for the amounts 
of the mortgages they hold.® 

If X, instead of paying $50,000, had paid $70,000, this lat- 
ter sum would be divided $60,000 to B and $10,000 to C. If 
X paid $85,000, this sum would be divided $60,000 to B, 
$20,000 to C, and $5,000 to D. If, by any chance, the prop- 
erty sold for $97,000, the sums paid would be $60,000 to 
B, $20,000 to C, $16,000 to D, and $2,000 to A. 


■ See first paragraph, page 206. 



Chapter XII 

CORPORATE MORTGAGES 

Corporate mortgages. — Wiien a piece of real estate is mort- 
gaged, the mortgagor gives the mortgagee two instruments, 
one the mortgage, and the other the bond or note.^ The lat- 
ter instrument evidences the personal obligation of the debtor 
to repay the loan, and the mortgage evidences the fact that 
the obligation rests on the property,® In the preceding 
section, for example, where we assumed that the interests of 
C and D in the property were wiped out by the foreclosure 
action brought by B, A would still be liable to C and D on the 
personal obligation expre^d in the notes or bonds that 
accompanied the mortgages. 

If the mortgagee sells his right against the mortgagor 
he transfers to the purchaser both instruments. Corporate 
mortgages, covering as they do complex assets and an intricate 
organization of earning power, are very long. The mortgage 
of the Great Northern Ry. Co. for $500,000,000 contams 
about 60,000 words and has the appearance of a formidable 
book. It would seem for these reasons alone that the cor- 
poration would not care to issue mortgages to each of its 
bondholders, numbering perhaps tens of thousands. But 
there is really a more vit^ reason why the mortgagor com- 
pany does not issue a mortgage direct to each of its mort- 
gagees — ^to each of its bondholders — and that is, that while 
it makes many agreements in the mortgage to protect these 
bondholders, it does not want to have to deal with each one 
separately, for each, separately, might place a different inter- 
pretation on the agreements and chaos would be the result 
of negotiations in respect thereto. For these several reasons, 
then, the general corporate mortgage is made out to a trustee 
or trustees who represent all the bondholders, however that 

* See C W Gersteaberg, “Materials of Corporation Ifmanoe," pages 176 
and 180 

’ If the mortgagor sold the pioperty subject to the mortgage, the mortgagor 
would still remam pnmaiily hable, but of course the purchaser, that is, the 
new owner, would get the benefit of the payment of the mortgage and would 
ordinanly pay the mortgage on the due date If he did not pay it and the 
mortgage were foreclosed, the onginal mortgagor would be hable for any 
deficiency in case the proceeds of the foreclosure sale were insufficient to 
pay the foreclosure costs plus the amount of the mortgage with unpaid mteiest. 
Where the purchaser of the property talces it assuming the mortgage, not only 
his property but he himself becomes hable for the debt. 

206 
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body may be constituted at any time. These instruments 
thus made in favor of trustees are sometimes called corporate 
deeds of trust. It should be noticed, however, that while 
every corporate mortgage is a deed of trust, not every deed 
of trust is a mortgage. The point is that when a corporation 
issues unsecured bonds, or debentures,® as they are called, it 
usually makes various promises m respect to the way its 
business shall be conducted, and these promises are contained 
in a trust agreement with one or more trustees for the benefit 
of all the bondholders. 

Trust Indenture Act of 1939. — ^All mortgages, deeds of 
trust, and other indentures under which bonds, notes, and 
other evidences of mdebtedness are issued are subject to the 
Trust Indenture Act of 1939, unless exempted * This Act, 
which IS administered by the Securities and Exchange Com- 
nussion, provides in substance that if the securities to be 
issued under the indenture are required to be registered under 
the Securities Act of 1933,® registration will not be permitted 
to become effective unless* (1) the indenture meets the 
requirements of the Act; (2) the registration statement con- 
tains certain information with regard to the qualifications 
of the tiustee; and (3) the registration statement and the 
prospectus contain an analysis of the important provisions 
of the indenture. The Act also apphes to bonds, notes, and 
other evidences of indebtedness issued in exchange for other 
securities of the same corporation, or under a reorganization 
plan approved by a court, which are not required to be 
registered. As to these securities there are three require- 
ments* (1) the indenture must be “qualified” if the securities 
are publicly offered through channels of mterstate commerce 
or the mails — ^that is, the indenture must conform with the 
Trust Indenture Act; (2) the prospectus relating to such 
securities must include or be accompanied by an analysis 
of the important provisions of the Act; (3)* the securities 


® In England the term debenture is used to refei to the whole class of bonds, 
m other words, Englishmen speak of debentures where Ameiicans speak of 
bonds 

< Securities exempted from the provisions of the Securities Act of 1933 
(see page 369), with a few exceptions, aie exempt from the Trust Indenture Act 
Certain small issues are also exempt For detailed list of exemptions, see 
Prcntioe-Hall Securities Regulation Service 

‘ See page 358 et seq for requiiements as to registration under the Securities 
Act of 1933. 
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publicly offered for sale must be preceded or accompanied by 
such analysis. 

To conform with the Act, the indenture must contain 
certain prescribed provisions, the most important of which 
axe the following: 

1 It must name a fiiianoially responsible corpoiatc tiustee whose interests 
do not conflict with those of the indcnluie security holders It may also name 
individual oo-tiustecs 

2 It must piovide that wheie ceitam defined conflicting interests arise, 
the tiusteo must either lesigii, lemove the conflicting interest, or notify security 
holders, and that the lattci possess certain powers of removal 

3 It must require the coipoiation to furnish the trustee with hsts of security 
holders at stated intervals 

4 It must require the oorpoiate trustee cither to make such lists of security 
holdois available to security holdeis, or to mail communications from security 
holdeis to other security holders, or apply to the Commission to be excused 
fiom domg so 

6 It must provide for annual leports and certom interim reports to seouiity 
holders by the tiustee 

6 It must require the corporation to file annual reports with the trustee 
and to furnish the trustee with (a) evidence of lecoidmg of the indenture, (bl 
evidence of compliance with conditions precedent relating to issuance of addi- 
tional securities and to othci matteis of inteiest to secuiity holders, and (c) 
certificates of independent engineeis, appiaiscis, or other expeits, oi opmions 
of officers of the coipoiation, as to the fair value of property or seeuiities released 
from the lien of the indenture, and of securities or property deposited with the 
trustee as the basis of issuance of securities, the withdrawal of cash, oi the 
release of pioperty or other securities subject to the lien of the indenture “ 

7 It must lequiie the tiustee to notify the security holders of all defaults 
unless otherwise provided 

8 It must provide that in case of default the trustee shall exei cise the rights 
and powers vested in it with the care and skill that a prudent man similaily 
situated would exercise 

Some of the principal duties of the trustee will be explained 
after the following discussion, which is given to clarify the 
usual procedure in connection with the issue of bonds under 
a corporate mortgage 

Senior, junior, and underlying mortgages. — Several expres- 
sions popular m financial parlance may be explained here. A 
mortgage is said to be a junior mortgage when it is subordinate 
in lien to one or more piior mortgages. Conversely, a senior 
mortgage is one which is followed by one or more subsequent 
mortgages. The term "underlying” is apphed usually to a 
small mortgage which has a hen prior to a larger mortgage. 
This situation usually arises through the expansion of a cor- 
poration or through consolidation of several corporations. 


* See footnote 13, page 217. 
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The group of diagrams on this page will servo to illustrate a 
typical situation Let us assume that three companies, 1, 2, 
and 3, were organized in the same Ime of business at different 
tunes, and in the course of growth placed mortgages A, B, 
and C upon their respective properties, and that they then 
consolidated into company 4, the consohdated properties being 
valued at somewhat in excess of the separate values of the 
three companies. Later, company 4 placed mortgage D 
on its property Then corporation 6 was organized as a 
consolidation of company 4 and company 5, which latter 
company had no mortgage on its property. Company 6 
then placed mortgage E on its properties. 


niptiii c 

Busm Q 
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Methods by Which SuccessiTe Mortgages are Imposed on Consohdated 

Properties 

Company 4 would probably call the D mortgage a first 
consolidated mortgage, because although it was not a first 
mortgage on the property, it was the first mortgage which 
the consohdated company put on its consolidated property. 
Mortgage E of company 6 would probably ba called a first 
and consohdated mortgage It actually has a first lien on part 
of the property, that which was brought into the company by 
company 5. In company 6, mortgages A, B, and C would be 
called underlying mortgages. Mortgage D is junior to mort- 
gages A, B, and C, and, to a certain extent, senior to mortgage 
E. Because E has a direct first lien on a part of the prop- 
erty — probably an important part of the whole company — it 
would hardly be called a junior mortgage. The teim “gen- 
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eral” would be more appropriate and would more frequently 
be used. The term “blanket mortgage” is sometimes used 
for such a mortgage as E, and indicates a mortgage on all a 
company’s property, owned at the time or to be thereafter 
acquired. 

Prior lien bonds, adjustment bonds, and receiver’s certif- 
icates.’ — In a previous section we pointed out that a corpora- 
tion does well to keep its best security till the last. A company 
may have placed several mortgages and may be in need of 
more funds. Even the mortgage bondholders may recognize 
that new money is necessary to keep the business going and 
thus protect the inteiests of everybody. If the bondholders 
will consent, a new mortgage may be placed on the property 
prior in hen to all other mortgages, or with the consent of 
junior bondholders, prior to the junior mortgages. Bonds 
issued under such prior hen mortgages may then be called 
prior lien bonds. Prior hen bonds are raie, because it is diflS- 
cult to get the consent of bondholders having claims under 
older mortgages. 

Sometimes a corporate mortgage provides immediately 
that other bonds under other mortgages may be issued sub- 
sequently, but with a hen pnor to that of the former mortgage. 
Such a mortgage is likely to be made in case of reorganization 
or of readjustment of the company in time of difficulties, and 
the bonds issued under it will therefore be called adjustment 
bonds. An example is the adjustment 5’s of 194U of the 
(Seaboard Air Line Railway.® 

In time of adversity, when a company is in the hands of a 
receiver, the court appomtmg the receiver may direct him to 
raise money by selling receiver’s certificates. These certifi- 
cates will have a lien on the property wherever the court 
places it; frequently its lien comes prior to those of some or 
all of the older mortgages.® 

Mortgages, on after-acquired property.^ — Ordinary real 
estate mortgages, as we have seen, cover specific property, 
while the general corporate mortgage covers all the property 
of the corporation (including in the case of utilities the special 


’ Soe chapters on reorgenization. , 

' IlluBtrations ot tho vanoua bonds described m this chapter will be found 
in "Fitch Bond Deaoiiptiona.” 

°Fuithor discussion of the use of reoeivei's certificates is reserved for 
the chapters on reorganization. 
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franchises), future earnings, and future acquired property, or, 
as it IS generally expressed, after-acquned property The pur- 
pose of the corporation is to mortgage everything it has, to 
give the amplest security, and thus to reduce the rate of inter- 
est that will have to be paid on the bonds. 

The importance of this after-acquired clause cannot be over- 
estimated. It has a most impoitant effect upon methods of 
corporate financing. Its main purpose, we said, is to give 
everythmg over to the bondholders, what is owned and what 
IS to be acquired — body and soul. This will make the bonds 
sell easily. Later, when new property is acquired, if the 
acquiring is done m the ordmary way the mortgage will 
become an immediate lien upon it If, now, the company 
should wish to pay a pait at least of the purchase price of this 
new property out of the proceeds of bonds secured by another 
mortgage on the new property, these new bonds would not 
be rated very high since the hen of their mortgage would be 
subordinate to that of the original corporate mortgage whose 
hen, by virtue of the after-acquired clause, would have rested 
on the property as soon as it was acquired. Just how cor- 
porations repent their bargains made m after-acquired clauses 
IS a matter that we shall study later. 

Purchase money mortgages. — A purchase money mort- 
gage is one given in whole or part pajunent of the price of the 
property on which it rests. Thus, if A buys property X from 
B for $15,000, paying $6,000 cash and giving back a mortgage 
on property X for $10,000, this mortgage will be called a 
purchase money mortgage. What, it may be asked, is the 
peculiar nature or effect of a purchase money mortgage? 
What, in effect, have the parties to this transaction done? 
B, we may suppose, with his nght hand has conveyed the 
title to property X to A by givmg A a deed; with his left hand 
B has taken back the legal title to property X by means of the 
mortgage. What has A really got? Nothing but the equi- 
table title — ^the equity of redemption. And now if A happens 
to be a corporation with an outstanding general mortgage 
contaming an after-acquired clause, what will be the relative 
positions of the general mortgage and the purchase money 
mortgage in respect to property X? Is it not evident that 
the purchase money mortgage has the first lien? The after- 


See pages 228 ef-se? 
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acquired clause, to be sure, operates as a mortgage on X, 
but only on so much of X as A owns, which, as we saw, was the 
equity of redemption behind the purchase money mortgage 

Closed-end and limited open-end mortgages. — Corporate 
mortgages covering the entire property of a company may be 
(1) closed-end, (2) limited open-end, and (3) open-end This 
classification has reference to the amount of indebtedness 
secured by the mortgage. If the entire issue of bonds secured 
by a mortgage has been disposed of, so that if more bonds are 
to be issued and secured by mortgage on the same pioperty 
they must come under the lien of a subsequent mortgage, the 
earlier mortgage is said to be closed In case of foreclosure, 
and in the absence of a special subsequent agreement, all the 
bonds under the moitgage first issued must be treated alike 
and must be paid in full before bonds under the later mortgage 
can participate m the proceeds of the property. 

Under most modern corporate mortgages, however, pro- 
vision is made for future financing. The mortgage is usually a 
limited open-end mortgage; this means that the equitable 
rule that “priority in tune gives priority in equity” is waived 
and that all bonds issued under the mortgage, whenever issued, 
share alike in the proceeds of the foreclosure. The term 
“limited” is used, since a stated amount of indebtedness may 
be ultimately secured by the mortgage, but this limit cannot 
be exceeded. 

Thus, if a company Icnew that it would need $4,000,000 in 
the next two years and later would use $6,000,000 for other 
additions, it would not execute a mortgage now for $4,000,000 
and sell the bonds thereunder, and later execute a mortgage 
for $6,000,000, for if it did that, the $6,000,000 issue would 
have a subordinate hen; the holders of the bonds secured by 
it would not be entitled to share in the property till the $4,000,- 
000 issue had been paid off. In consequence, under such an 
arrangement the second mortgage bondholders would demand 
a high rate of interest. The company therefore would execute 
at present a limited open-end mortgage for $10,000,000, 
providmg that when bonds in addition to the first $4,000,000 
are issued they will share pari passu, that is, ^hke with, the 
$4,000,000 bonds first issued. Thus, if an additional $1,000,- 
000 were issued, say in the third year, the situation would 
present a first mortgage of $5,000,000 and not a first mort- 
gage of $4,000,000 and a second mortgage of $1,000,000. 
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When the whole $10,000,000 are issued, the mortgage will 
be said to be closed. 

On page 213 is a table of large limited open-end mortgages, 
showing the ultimate limit and the amount outstanding (1 938) 

Bonds issued in series but protected by a single mort- 
gage. — These blanket mortgages under which issues are made 
from time to time, frequently provide that the directors 
may decide as each issue is made, the term of the bond, the 
rate of interest, and the nature of the bond, that is, whether 
it is to be registered, or coupon, or interchangeable The 
following abstract of the geneial mortgage of the Pennsylvania 
Railroad, dated June 1, 1915, taken from the White & Kemble 
bond descriptions, illustrates the point exactly. 

The bonds issued or to bo issued and seemed by this mortgage are to 
bo issued in series, bearmg vaiious lates of interest, and maturing at 
various dates, but no bond shall be issued to mature prior to the date of 
maturity of any of the prior hen bonds mentioned in the mortgage or any 
bond issued and then outstanding, secured by tins mortgage All bonds 
of one and the same senes shall be substantially identical in respect of the 
date of maturity, the rate of interest, the place or places of payment, which 
may be in a foieign country, the currency or currencies m which the same 
are payable, and as to the privilege, if any, of exchangeability into other 
bonds or of conveitibihty into stock, and as to tho teims of redemption, 
if redeemable, but in lespect to these and other features, the bonds of one 
series may differ from those of another series 

Fui'ther illustrations of variations m different series are 
furnished by the Cleveland & Pittsburgh R. R. Co. General 
(First) Mortgage Sinking Fund Gold 4K’s and Sl'^’s, and the 
Now York, Chicago & St. Louis R. R. Co. refunding gold 
5H’s Series A, and gold Series C, 

Closing limited open mortgages. — ^Very frequently, as may 
have happened in the case assumed above, where future needs 
were estimated at $6,000,000, the limit is set too low, sub- 
sequent events show a rate of growth much more rapid than 
was expected and the limited mortgage proves a stumbhng 
block to much larger financing. In such an event two methods 
of procedure are open. One is to negotiate with the holders 
of the bonds to refund their holdings into a much larger issue. 
If all the bondholders consent to the refunding, the old, rela- 
tively small mortgage is extinguished and the new, larger 
mortgage provides a first lion to cover the new bonds to be 
sold. If, on the other hand, the bondholders wifi not con- 
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sent, the new mortgage may be issued, and a clause may be 
inserted in it providing that no more bonds may be issued 
under the terms of the earlier mortgage, which, though it 
remains a first mortgage, is limited in size to less than was 
originally contemplated 

As an example of the former method we find the execution 
in 1909 of a $30,000,000 mortgage by the Jones & Laughlin 
Steel Co., when only slightly over $2,000,000 of a $10,000,000 
earlier mortgage had been issued. The company negotiated 
with the holders of these $2,000,000 of bonds, and probably 
with some special inducement, got them to accept bonds of the 
$30,000,000 issue in their place. In this way the $30,000,000 
mortgage was given the first hen ” Many examples of the lat- 
ter method of disposing of early underlying mortgages will be 
found in railway finance. See, for example, the First Mort- 
gage 4’s of 1950 of the Indiana, Illinois & Iowa Railroad Co., 
which was executed for an authorized limit of $12,000,000, but 
which was closed at $4,850,000 The aggregate principal 
amount of Washington Railway & Electric Company con- 
solidated mortgage 4% fifty-year bonds, due 1951, which may 
be issued under the indenture is $17,500,000. However, the 
Washmgton Railway & Electric Company has covenanted, in 
an agreement with Capital Transit Company, a subsidiary, to 
limi t the issue to $7,118,100. 

Open-end mortgages. — The open-end mortgage is one 
which covers all bonds to any amount thereafter issued under 
the provisions of the mortgage. If a company could issue 
additional bonds from time to time under cover of such a 
mortgage, the earlier purchasers of bonds would be injured 
unless, as new bonds were issued, the security itself were in 
some way increased. Thus, if a company had a plant worth, 
say, $1,000,000, and had issued, under an open-end mort- 
gage, bonds for $600,000, there would be an equity back of 
those bonds equal to 40 per cent of the value of the property. 
If, now, without addition to the property, more bonds are 
issued, the equity will be “thinned down.” On the other 
hand, if the company retained its earnings instead of passing 
them out as dividends to its stockhoilders, and thus increased 
the value of its property to $1,200,000, a new issue of bonds 
secured by the same mortgage could be made without injuring 
the $600,000 of bonds, provided, of course, the same per- 

^ See O. W. Qerstenberg, “Matenals of Corporation Fmanoe,” pages 
196-107, Section 1, 
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centage of equity were established in the now property as 
existed in the old. Thus, $300,000 of new bonds might readily 
be offered for cash at par without affecting the equity. We 
shall see later that in practice this building up of property by 
reinvesting earnings is only one of many methods of protect- 
ing old bondholders under open-end and limited open-end 
mortgages. But now we simply want to point out that if 
protection is afforded, there would seem to be no reason why 
mortgages should not be made open-end. An ideal situation 
for open-end mortgages is found in the case of public service 
corporations. In such cases there are not only the provisions 
of the mortgage itself to prevent the issue of additional bonds 
unless the company has additional property and earning 
power, but there is also the public service commission with 
ample authority minutely to investigate proposed security 
issues Indeed, it is the plain duty of a commission to see 
that new bonds under an open-end mortgage aie not issued 
unless the company has ample security in assets (that is, in 
liquidating power) and in income (that is, in interest-paying 
power) for both the old and new issues Thus the tendency 
in public utilities is in the direction of utilizing open-end 
mortgages. To cite one of many examples, the Peoples 
Gas Light & Coke Co First and Refunding Mortgage 4’s, 
Series "B,” due 1981, are issued under an open-end mortgage. 

Authentication of bonds. — In a previous paragi’aph we said 
that wo would explain some of the duties of trustees in cor- 
porate mortgages. We are now prepared to take up one of 
the most important of these duties, that of authentication of 
bonds. In large bond issues plates are engraved with great 
care for the printing of the bonds, the bonds are printed, and 
with proper formalities to see that no spurious blanks are 
improperly circulated they are placed in the custody of the 
trustee, who has instructions in the mortgage as to the terms 
and conditions under which the bonds may be issued. Let us 
follow the transaction through and suppose that the mortgage 
provides simply that the company may issue bonds in full 
amount equal to 80 per cent of the value of the new property 
acquired. We will suppose that the company has acquired a 
new plant worth $1,000,000, and is entitled, therefore, under 

Undw the Public Utility Holding Company Act of 1935, the Securities 
and Exchange Commission has control over the issuance of securities of com- 
panies subject to the Act, For example, it may refuse to permit the issuance or 
sale of a security if it is not leasonably adapted to the earning power of the 
company, or if it is not properly secured. 



CORPORATE MORTGAGE 


217 


ihe terms of the mortgage, to sell $800,000 face amount of 
bonds. The proper officers of the company will execute a 
certificate to the effect that such property has been acquired, 
and will attach thereto copies of the deeds to the property 
and a statement to the effect that the propeity is worth 
$1,000,000.^® Oidmaiily, a lawyer’s opinion will accompany 
these papers, in which opinion the lawyer will show that the 
title is properly vested in the company There will also be a 
resolution of the board of directors authoiizing the proper 
officers to execute and sell the bonds. When all these docu- 
ments have been received, the corporate trustee will authenti- 
cate $800,000 face amount of the bonds and deliver them to 
the corporation to be sold. The authentication consists 
simply in signing a certificate usually found on the outside 
panel of the bond and reading as follows : 

This bond is one of the bonds described in the within mentioned 
mortgage and deed of trust 

Blank Tiust Company, 


By 


Tiust Officer 


It will be noticed that this authentication does not repre- 
sent the bond to be a valid obligation of the company, it does 
not state that the company has gone through the proper for- 
malities prescribed by law for the issuance of bonds; it merely 
states that it is issued under the mortgage and therefore is as 
good as the mortgage is good. But the certificate does pro- 
tect an innocent purchaser of the bonds, even if they are 
wrongfully sold or pledged by an officer of the company for 
his own benefit. 

Rights of trustees in respect to pledged securities.— Most 
large companies own slocks and bonds of subsidiaries, and it 


w Under the Trust Indenture Act of 1939, the slatemedt to the tiustee 
as to the value of the pioperty must be made by an independent engmeei, 
appraiser, oi othei expert, approved by the tiustoe, if the property has been 
used or operated by others, within six months prior to the date of acquisition 
by the coiporation, m a business siniilai to that in which it is to be used oi 
operated by the corporation, unless the iaii value of the propeity amounts to 
less than $26,000 oi less than 1 per cent of the aggregate pimoipal amount of 
indenture securities outstanding Wheie the services of an mdependent 
engineer, appiaiser, oi expert are not roquued, the oertifioate or opinion may 
be made by an officer or employee specified m the mdenture. » 

** See Tschetuuan v City Trust Co of N Y , (1906) 186 N Y 432j L I. 
Loan & Trust Co v Columbus, etc , Ry Co , (1895) 65 Fed. 455 
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is customary m large blanket mortgages to include these by 
way of pledge as part of the security. A pledge, it will be 
remembered, ordinaiily takes place by transfer of actual 
possession, and to the tiust company, therefore, are actually 
delivered the stocks and bonds covered by the mortgage. Not 
only is possession transferred, but actual title also, and the 
trustee, theiefore, becomes the legal owner of the securities 
on the books of the subsidiary companies. Certain reserva- 
tions are customarily made, namely: (1) that as long as the 
mortgagor company is not m default it shall be entitled to the 
income derived from the pledged securities, and (2) until 
default the trustee shall give proxies to the company m respect 
to pledged stock, which proxies enable the mortgagor to elect 
directors of its own choosing for the subsidiaries. Wherever 
directors so elected must qualify by holding stock in a sub- 
sidiary, qualifying shares ai’e exempted from the pledge and 
placed on the books of the subsidiary company in the names 
of the directors. 

This arrangement, it will be seen, leaves the trustee owner 
in its own name, but, of course, for the benefit of the bond- 
holders whom it represents, and subject also to the temporary 
rights of the mortgagor above enumerated and also to the 
corporation’s right of ultimate redemption. If the mortgagor 
should default, the trustee can enforce its claim against the 
pledge by simply asserting its right of ownership. It may 
revoke the proxies and may demand direct payment to it of 
dividends and interest paid by the subsidiaiies in respect to 
the pledged securities 

Moreover, since the trustee becomes an actual bondholder 
m the subsidiary company, it is usually given the rights of 
bondholders, so that if any of the subsidiaries default in 
payment of interest, the trustee may proceed against such 
subsidiaries to the same extent as the other bondholders. 

Carefully »drawn mortgages provide against an impairment 
of the value of pledged securities. Consider the followmg 
situation. P is a parent company with a mortgage on all its 
property, including the stock of company S, its subsidiary, of 
which it owns, we shall say, 60 per cent. Assume that the 
outstanding stock of S, including that held by P, amounts to 
$12,000,000, and that the book value of that stock is $16,000,- 
000. To put it another way, the property of S after payment 
of all debts is worth $15,000,000. If, now, the surplus of 
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$3,000,000 were paid out in dividends, 60 per cent would go to 
P and would be added to P’s surplus and m that way made 
available to P’s stockholders as di\'adends. Were all these 
steps taken, including a declaration by P of a dividend equal 
in amount to the sum received from S, the net result would 
be that the $7,200,000, face amount, of pledged stock, which 
at the time of the makmg of the mortgage was worth just 
$9,000,000, would now be worth only $7,200,000 and nothing 
would be found m the mortgaged or pledged assets to take 
the place of the vanished value, ainountmg to $1,800,000. 
That sum would have gone to the stockholders of P and the 
bondholders’ security would be impaired to just that extent. 

To prevent such a situation, modern mortgages usually 
provide that if the mortgagor receives any income from pledged 
securities paid by the subsidiaries out of anything but current 
income, such income so received shall be turned over to the 
trustee to be invested in property to be added to the estate 
securing the mortgage. On the same principle, provision is 
also made that stock dividends on shares pledged and moneys 
received in any way on account of the principal of the securi- 
ties pledged, are to be held by the trustee as additional security. 

Duty of trustee to enforce the terms of the mortgage. — 
The company, as we shall see, promises to do many things 
besides merely pay the interest on the bonds and redeem them 
at maturity, though, to be suie, these are the two cjiief ' 
obligations of the mortgagor. Under the Trust Indentiue 
Act, it is the duty of the corporate trustee to see that the 
corporation perf oi ms its obligations. In case of default in the 
payment of interest and prmcipal, the trustee is authorized 
to recover judgment in its own name against the corpora- 
tion for, the total amount of principal and interest due and 
unpaid. As we have seen on page 208, the trustee must 
be required by the indenture to exercise the care of a prudent 
mao similarly situated in carrjdng out its duties, rights, and 
obligations under the indenture. The indenture may provide 
that not less than a majority of the bondholders may direct 
the time, method, and place of conductmg any proceeding 
for any remedy available to the trustee. 

ii» indentui© may provide that the holdeia of not less than a xnajonty 
of the seounties outstanding may consent, on hehalf of all the seouiity holders, 
to tho waiver of any past default and its oonsequenees It may also provide 
that holders of not less than 76 per cent of seounties outstanding may consent 
on behalf of all the seomity holders to the postponement of any mterest payment 
for a period not exoeedmg three years Irom its due date. 
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Duty of trustee to protect mortgaged properly. — The 
trustee is generally required to protect the mortgaged prop- 
erty, that is, to see that the company pays its taxes, pays 
the interest on underlying bonds, and keeps its property 
insured If any of these obligations is neglected, the trustee 
may perform it and will have a hen on the property for any 
moneys disbursed. The trustee is also given the right to 
release certain property from the hen of the moitgage, suit- 
able provision being made, however, that adequate value is 
placed under the hen of the mortgage to take the place of 
the released property The company also covenants in the 
mortgage to maintain the value of the mortgaged estate. For 
a breach of this or any other covenant, the trustee may 
declare the principal due, and if it is not paid, may begin suit 
for foreclosure of the mortgage. 

Covenants of the mortgagor company. — We have seen 
what some of the covenants are that a corporation undertakes 
in a general corporate mortgage. Other usual covenants may 
now briefly engage our attention. 

First there is the usual covenant to pay the principal and 
interest without deduction for taxes. When a mortgage con- 
tains this covenant, the bonds issued under it are said to be 
“tax-free” or “tax-exempt,” though this latter term should 
be reserved for such bonds as those issued by public corpora- 
tions, which are exempt from taxation under the law. Ordi- 
narily, the wording of the covenant, together with the wording 
of the law and the regulations of the government, do not make 
these bonds wholly free from taxation, but free up to a cer- 
tain percentage of the mterest only, which percentage the 
company agrees to pay to the government for the bondholders. 
The bondholder, of course, pays the rest of the tax himself. 

The company usually agrees to comply with the rules 
necessary to make the bonds hstable on the stock exchange. 

The company usually agrees to record the mortgage where- 
ever it is necessai’y to record it m order to bring the company’s 
pioperty under the lien of the mortgage. . Evidence of record- 
ing IS required to be filed with the timstee. See page 208. 

Frequently, the company will covenant not to pay divi- 
dends unless its assets, both fixed and hquid, are so abundant 


See page 508 for requirement under the Trust Indenture Act as to oeiti- 
fleation of value of substituted property 
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that there is little danger of the company’s subsequent failuie. 
In the Jones & Laughlin Steel Co. mortgage, for example, 
the following provisions will be found' 

The Company covenants and agrees that the surplus of quick assets over 
the liabihties of the Company other than the outstanding bonds issued 
under this indenture shall always equal at least $8,000,000 so long as the 
said outstanding bonds shall equal oi exceed $8,000,000, and covenants and 
agrees that said surplus of quick assets ovei habihties shall always equal the 
amount of bonds outstanding so long as the face amount of the bonds out- 
standmg shall bo less than $8,000,000 By the phrase “quick assets” is 
meant cash in banks, on hand and in tiansit, good accounts and shoit-time 
bills and notes or similai securities received on the sale of products, law 
material, material in piocess of being manufactured, manufactured prod- 
ucts and supphes (it being understood that all mateiial, manufactures 
and supplies shall be figured at the maikct value thereof at the time of the 
valuation thereof hereundoi) It is expressly understood and agreed that 
in the term “raw material” no ore, coal or limestone shall be included 
except such as has actually been mined or quairied and is then on the 
surface at the mines or at the quarries, available for shipment, or in transit, 
or at docks or at works, and in no case is law material to be held to include 
unmined mmerals The Company furthei covenants and agrees that the 
net assets of the Company are and shall always be at least $25,000,000 
in excess of the par value of the piesent capital stock of the Company, such 
par value of the present capital stock of the Company being $30,000,000. 

The last sentence in the above paragraph, it will be noticed 
by one who has any acquamtance with accounting, is similar 
in effect to a clause that might be worded thus: “The com- 
pany covenants and agrees to mamtain a surplus of $25,000,- 
000.” The effect is to limit dividends. Sometimes the 
same result is obtained by providing that dividends may 
not be paid out of previously accumulated profits and that 
thereafter a certain proportion of the property must be turned 
into an improvement fund.^® 

Restrictions in open-end mortgages. — ^We have seen how 
open-end or limited mortgages are used in modern financing. 
To some of the dangers of the open-end mortgage we have 
already referred. The problem may best be illustrated 
by diagrams. See Figs. 1 and 2, page 222. Assume that a 
company with property A, which is worth $10,000,000, has 
issued $6,000,000 of bonds under a $30,000,000 mortgage. 
The situation would appear somewhat as follows, where the 


See page 302 for illustrations of provisionB for impiovement funds. 
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parallelogram in Fig. 1 represents property A, and the shaded 
portion the mortgage. 

The equity now is equal to 40 per cent of the security. If 
you had purchased one of the $6,000,000 worth of bonds with 

a face amount of $1,000, there 
would be property of a value 
of $1,667 to protect your 
bond. If more bonds were 
issued without increasing the 
value of the property, the 
amount of secunty behind 
youi* bond would dimimsh 
Thus, if $2,000,000 were 
issued, the security ratably 
behind your bond would be 
worth only $1,250. 

Suppose, on the other 
hand, more property were 
acquired, say $2,000,000 
worth, represented by B in Fig. 2. Suppose further that 
this property were bought with $2,000,000 of bonds of the 
same issue. The result now would be that a security of a 
total value of $12,000,000 was protecting $8,000,000 of bonds. 
The equity would be only 
33M per cent and each 
bond would be protected 
by property worth only 
$1,600. The equity has 
fallen from 40 per cent 
to per cent and the 
secmdty behind the bond 
has fallen from $1,667 to 
$1,500. Evidentlysome 
plan must be 'devised to 
protect investors who 
buy bonds under an open- 
end or a limited open- 
end issue. The provi- 
sions in a mortgage designed to accomplish this purpose are 
called restrictions, because they restrict the issue of bonds in 
one way or another. Sometimes they are called escrow agree- 
ments, because th,ey recite the terms on which the unissued 
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bonds held by the trustee in escrow can be released from 
the escrow. These restrictions must now engage our attention. 

Issue of bonds restricted to a certain proportion of new 
property. — Evidently the way to meet squarely the problem 
presented in the foregoing paragraph is to provide that no 
bonds shall be authenticated by the tiustee unless new prop- 
erty IS acquired by the company to thicken the equity, that 
is, to increase the security. The plan followed in such cases 
Has already been described (sec page 215). The usual provi- 
sion IS that bonds may be issued for an amount not exceeding 
80 per cent of the cost or value of permanent improvements, 
additions, or extensions, or any new or additional property 
constructed subsequent to the date of the mortgage. Some- 
tunes, though rarely, the escrow agiecment piovides that 
bonds may be issued up to the full amount of the property 
acquired. Such a provision is found in the Jones & Laughlin 
Steel Co. mortgage 

But it is likely that where such an apparently inequitable 
arrangement is permitted, other protecting clauses will be 
added, unless special circumstances justify issuance of bonds 
up to the full value of property newly acquired. For example, 
in the case of the Jones & Laughhn Steel Co., the original 
property was adequate to support the entire issue of bonds, 
provided new property was added equal in value to the amount 
of bonds issued Moreover, a clause in the mortgage pro- 
vided that whenever additional bonds wore requested to pay 
for new property acquired, the directors were to certify that 
property theretofore acquu’cd and made the basis of an issue 
under the mortgage had not decreased in value. Thus, each 
time new bonds are issued under such a mortgage it becomes 
necessary to inquire into the condition of the old security 
as well as into the value of the newly acquired property. 


i®See C W. Gcrslenberg, “Materials of Coiporation FiXanco," pages 197 
et aeg 

The bond oiroular announcing the sale of original bonds under that mort- 
gage staled that $20,000,000 hnd been added to the plants m tho two preceding 
years The onturo amount of the mortgage was only $30,000,000, of which 
$16,000,000 apparently was to bo used pnncipally foi paymg oQ lloatmg debj, 
While the other $I 6,000,000 was to be issued to the extent that the new property 
was acquiied. Asaummg that the old plants before the improvements of the 
two preoedmg years had been made weic worth $16,000,000, the entire issue 
of bonds of .$30,000,000 would have had a total secunty of $60,000,000. 

^ An example of a somewhat sunilar lestriction is found m the mortgage 
securing th° Consohdated Moitgage A’s of 1990 of the Manhattan Bailway 
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A restriction found in mortgages not of recent date is that 
which limits the number of bonds that can be authenticated 
and issued at a given time. The large refunding mortgage 
of the Great Northern Ry. Co., (now closed) limited the 
amount to be issued m any year to $1,000,000, The Bethle- 
hem Steel Company’s First Lien and Refunding Mortgage, 
dated May 1, 1912, provided that not more than $5,000,000 
of the bonds secured by the mortgage could be issued at one 
time. Sometimes, as in the case of the St. Louis Southwestern 
Ry First Terminal and Unifying Gold 6’s, where the rate 
of issue for additions and betterments is limited to $300,000 
annually and for new eqmpment to $500,000 annually, the 
amount is cumulative. That is, any portion of such bonds 
not issued in one fiscal year may be issued at any time there- 
after m addition to the amount allotted to the year in which 
the portion is so spent. There is httle to commend such 
provisions, and in mortgages of the last decade they are rarely 
found. 

Protection of future interest. — ^Two restrictions are fre- 
quently placed in coipoiate mortgages, the purpose of which is 
lo see that the interest on bonds already issued will not be 
jeopardized by demands for interest made by bondholders 
acquu’ing bonds subsequently. 

The first restriction to protect the interest on bonds is 
frequently added in some such terms as these: Bonds shall not 
be authenticated for issue if the net earnings applicable to the 
payment of mterest for twelve consecutive months out of the 
fifteen preceding are not equal to or greater than one and 
three-quarter times^** the amount of the bond interest that 
will be payable when the proposed new issue is made. Thus, 
if a company has $6,000,000 bonds outstanding and wishes to 
issue $1,000,000 additional bonds bearing interest at 5 per 
cent to finance the construction of property, the amount of 

Oo , the piovision being tba,t bonds may bo issued foi extensions at tbe rate 
of 8300,000 for single track and 8600,000 foi double track These bonds were 
issued m 1890. It was very unlikely that $300,000 would be a fair late — not 
too much or not too httle — ovei an entire century This mortgage is now closed 
Sometimes the mortgage provides that bonds shall not be issued beyond a 
oertam proportion of the value of the pioporty Thus the Ihrst Mortgage 4’s 
of the Boston Wharf Co are protected by a piovision m the mortgage that 
the mortgage shall be limited to an amount equal to only 50 per cent of the 
assessed valuation of all the company’s real estate 

“ This multiplier, of course, may be higbei; one and three-quarters, however 
is a very usual multiplier 
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interest required, assuming the $1,000,000 to be issued, will 
be $350,000 a year. Unless, then., its net earnmgs are equal 
to or in excess of $612,500, the new bonds cannot be issued. 
Frequently, a provision is mcluded that in calculating net 
earnings at least 5 per cent of gross revenues must be charged 
to operating expenses for repairs and current maintenance. 

The second restriction, which is much less common than 
the first, may be stated briefly as follows: New bonds are not 
to be issued if the aggregate fixed charges after they are 
issued exceed a certain proportion of the net quick assets. 
The careful reader will see that this is but another way of 
saying that net quick assets must be sufficient to pay the 
fixed charges, including the interest on the bonds proposed 
to be issued, for a certain number of years. Thus, if the net 
quick assets of a concern arc $1,000,000 and bonds outstanding 
amount to $10,000,000 and it is proposed to issue $5,000,000 
more, the net quick assets would be suflScient to pay inter- 
est on the bonds, assuming they were 5 per cent bonds, for 
one and one-third years. This ordinarily is not sufficient 
Similar to this restriction is the one calling for mamtenance 
of a certain ratio between current assets and current liabilities. 
Usually restrictions of this kind carefully define what is meant 
by net quick assets, or current assets and current liabilities. 



Chaptee XIII 

FINANCING WITH JMORTGAGE BONDS 


Extent to which financing is done with bonds. — ^An idea 
of the extent of borrowing as compared with financing through 
the sale of stock may be gained from the following tabic, 
compiled from balance sheets submitted by corporations with 
then' income tax returns ^ 

CAPITALIZATION OP CORPORATIONS IN THE UNITED STATES 
Funded debt 32 7 % 

Piefcu'ed htock 12 0 

Common stock . 54 4 

Certain classes of corporations, such as railroads and public 
utihties, depend upon bori'owing to a greater extent than is 
indicated m the above table. For example, at the close of 
1936, according to the Interstate Commerce Commission, the 
capitahzation of operating railroads, not including switching 
and terminal companies, was made up as follows • 

CAPITALIZATION OF RAILROADS IN THE UNITED STATES 
Funded debt 65 1 % 

Pioforiod stock 10 1 

Common stock 318 

Comparable figures are not. available for all industrial corpora^- 
tions or for pubhc utilities.® 

The extent of borrowmg duiiiig recent years, as compared 
with financing through new issues of stock, is indicated on page 
227. The table shows year by year, for railroads, pubhc 
utilities, and mdustnals (mcluding investment trusts), the 
relative amounts of stock, notes, and bonds, expressed as 
percentages, issued for various corporate purposes, excluding 
refunding issues. From the table it is apparent that prior 
to 1928 corpcJlrationa sold considerably more bonds and notes 
to the public than stock. Durmg 1928, and until the stock 

* Piom Stahstics of Income for 1930, Bureau of Inlcinal Revenue 

® The publioatjon moutioned m footnote 1 shows the capitalization of various 
classes of industrial coiporations and also indicates tho capitalization oi tians- 
poitation and public utility companies as a group. 

The Bureau of Business Research ot the College of Comnieico and Business 
Adimmstration of the Uravorsity ol Illinois has made a study of tho financial 
plans of seveiol classes of public utilities and industiial companies which shows 
for such companies the extent of bonowing m relation to other methods of 
raising capital. The results of the study are published m pamphlet form 

226 
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From compilatioDS of the ComrnerctalandFtnaneuil Chronicle The yeaxv 1931-1934 are omitted to make room for 1927-1930, which are more agmfieant 
for purposes oi t^a discussion 


228 FINANCIAL ORGANIZATION AND MANAGEMENT 


market crash in the fall of 1929, the illusion existed that 
the equity in stocks was of such value that the stocks could 
keep rising forever, with the result that an extraordinary 
amount of financing was done through the sale of stocks, especi- 
ally common stocks With the decline in the stock market, 
bonds again came into favor as a means of new financing. 

Methods of modem bond financing. — Looking into the 
financial history of railroads, one can see that in years gone 
by the financial policy of compames did not always take into 
consideration some of the broad principles of borrowing set 
forth in Chapter X. Hand to mouth financing — catch as 
catch can — was the order of the day. Financial needs were 
not anticipated; moreover, economy could not be practiced 
since corporations usually were of limited size. As the cor- 
porate unit has grown, various readjustments m financial plan 
have been necessary to i educe to a minimum the annual cost 
of capital assets. The chief process by which this has been 
accomplished has been the amalgamating of bond issues into 
single large issues. 

The after-acquired clause bugaboo. — Corporations, it 
must be remembered, arc but the cieatures of human devices 
and paitake of all the human frailties. Most of us have 
enough of the devil in us to live up to the adage: “When the 
Devil was sick, — the Devil a monk would be; when the Devil 
was well, — the devil a monk was he." When corporations 
have needed money they have been willmg to mortgage not only 
their bodies, but their souls, if we may apply that term to the 
earning power which is reflected in the after-acquired prop- 
erty of a corporation. Instead of keeping their best security 
to the last, corporations have seen to it that not even new 
property shall be available as security for new bond issues. 
The difficulty that has arisen from modern bond financing — 
the subjection of after-acqmred property to the lien of a 
previously issued mortgage, so that if bonds are to be sold 
secured by the new property they will have a subordinate hen 
and therefore will have to bear a high rate of interest — ^this 
difficulty, we say, has been solved in several different ways. 
These we shall simply mention here, and then we shall pro- 
ceed to explain each carefully. 

A study of the capitalization of 184 leading mdustnal corporations made 
in 1930 by Professor Harry G Guthmann of Northwestern University, based on 
1922, 19^, and 1928 figures, led to the conclusion that there was an unchangmg 
proportion of funded debt and a declining proportion of prefeired stock, 
balanced by a rise in the common equity. See Annahst, May 16, 1930. 
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1. Purchase money mortgage principle. 

2. Subsidiary company to acqmre new property. 

3. Lease of new property instead of direct purchase. 

4. Closing out effects of after-acquired clause by consolida- 
tion of corporation with other companies. 

An imaginary example. — We have spoken of certain diffi- 
culties and problems that arise in corporate financing from 
piecemeal growth and from the practice of using after-acquired 
clauses in corporate mortgages. Let us now make the prob- 
lems more concrete by taking an imaginary example. 



M 


Financing Acquisition of Property 
Text) 

We sljall suppose that company ABC (see diagram) is a 
consolidation of three companies, A, B, and C, each of which 
had a mortgage on its property before consolidation, said 
mortgages being represented respectively by the portions of 
the diagram designated 1, 2, and 3 and being in amount, 
respectively, $1,000,000, $2,000,000, and $3,000,000. ABC, 
shortly after consolidation, issues bonds under limited open- 
end mortgage 4, the full amount of which is $10,000,000 
Various additions have been made to the property, entailing 
the issue to date of $6,000,000 of the number 4 bOnds. Mort- 
gage 4 has an after-acquired clause. The company now 
wishes to acquire property Jlf at a cost of $5,000,000. Evi- 
dently this cannot be done with number 4 bonds since only 
$4,000,000 are left. Moreover, if the number 4 bonds are 
used, future financing will have to be done under a subsequent 
mortgage and therefore at an increased rate of interest. 

'V^at should the company do in order to obviate this 
difficulty? 
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1. It should try to consohdate its underlying issues. They 
were placed on the property when the companies were now, 
before their credit was well established, and at a time, there- 
fore, when comparatively high interest rates had to be paid. 

2. The company must get property M with funds bearmg 
the lowest interest rate possible. 

3. The company must provide means for financing expan- 
sion m the future at a known and reasonable cost 

First lefunding mortgages. — ^All of these purposes can be 
accomplished by a large, so-called first refundmg mortgage ® 
If the company will abandon mortgage 4 (or provide in a new 
mortgage that mortgage 4 shall be closed at $6,000,000) and 
then execute a new reasonably large mortgage — sufficiently 
large to take care of all probable needs for say from thirty 
to fifty years, if that is to be the term of the new moitgage — 
purpose number three stated above will be accomplished. 

Use of purchase money mortgage device in acquiring new 
property.- — A second problem company ABC has on hand is 
to get property M with funds at a low rate of mterest Inter- 
est, we saw, depends on risk, and if risk can be mi ni mi zed 
by giving good security, the mterest rate may be reduced. 
Obviously, nothing better, for the present at least, than a 
third mortgage can be given on properties A, B, and C, and 
on account of the after-acquired clause m mortgage 4 it would 
seem that the best lien that can be given on the new property, 
M, is a second lien. But here is where the purchase money 
mortgage principle, already described (see page 211) comes in. 
The plan to be followed may be illustrated as on page 231. 

In the diagram, circle C stands for a so-called construction 
company,* which holds title to property M. The title is 
transferred to the company and at the same time C takes a 
purchase money mortgage from ABC.’^ This mortgage is 


’ If in. addiiJbn lo mmlftnge 4, any of the underlying moitgages weie 
lefunded, the bonds would probably be colled “first and refunding ” 

< A bettei name is finance company For a dosoiiption of woll-knoum oon- 
Btruotion companies, see W Z Ibpley, “Railioads, Finance and Organiza- 
tion,” Chapter I 

' If this moitgage is accompanied by bonds in piopei form to be sold to 
the public, the consliuction company may cause the bonds to bo sold, and 
thus reimburse itselt. Such an arrangement, instead of the one described in 
the text above, might bo carried out where the company acquiring the prop- 
erty had no laige first refunding mortgage. The piaotice is antiquated, for 
large first refunding mortgages as desonbod above are now generally resorted 
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transferred to the trustee, T, named in the new first refunding 
mortgage (the large Imutod open-end mortgage mentioned in 
the previous section and designed to cai-e for the company’s 
financial needs for a number of years), and the trustee authen- 
ticates bonds equivalent to the purchase price of the property, 
which bonds arc sold by a banker, B, to the public for cash, 
and in this way the construction company reimburses itself 
for the cost of the property.® The effect of this transaction 
is that the trustee holds the legal title to M conveyed through 



Acquisition of Property Through Construction Company and Purchase Money 
Mortgage to Avoid the Effects of After-Acquired Clauses m Prior 

Mortgages 


the purchase money mortgage and that company ABC never 
held anything but the equity of redemption. Therefore, the 
after-acquired clause of mortgage 4 operates as a lien on the 


to Bonds outstanding undei the older arrangement are fiequently called 
purchase money bonds. They have, as is indicated above, a first hen on the 
new property pnoi to the hen obtained under the old mortgages of the company 
by virtue of their respootive after-acquued olaubes Wheie the property 
acquired is of a special kmd, the puioliabe money bonds may be named to 
desonbo the propeity on which they lest, as for example, eictension bonds, 
improvement bonds, bridge bonds, and so foith 

“ If the mortgage piovides, as it hkely may, that bonds shall not be issued 
in excess of a certain percentage of the value of the property (see page 223), 
the lemauung part of the purchase puce paid in cash would come from earn- 
ings of ABC or from sale of stock. 
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equity of redemption only. In other words, mortgage 4 
obtains only a second lien on property M, the first hen being 
appropriated by the above device to the new mortgage. 

In summarizing the situation up to this point as far as 
the order of liens is concerned, we find: 

Mortgage 1 has a first lien on property A. 

Mortgage 2 has a first hen on property B. 

Mortgage 3 has a fii'st lien on property C. 

Mortgage 4 has a second hen on properties A, B, C, and M. 

The new mortgage has a first lien on property M and a 
third lien on all other properties. 

The student should bear in mind that the plan explained 
above was used during the eia of railroad construction and 
expansion, when the situation set forth in the imaginaiy exam- 
ple on page 229 frequently existed. It represents, however, 
the method by which certain large and important refunding 
bond issues, still outstanding, originated. 

Effect of refunding. — ^But the new mortgage was made big 
enough not only to acquire property M and to provide for new 
financing, but to refund as well the old mortgages. There- 
fore, a notice will be published offering to exchange new 
bonds for bon.ds secured by mortgages 1, 2, 3, and 4. Whether 
holders of these bonds should make the exchange, assuming, 
of coui’se, that their bonds have not yet matured, is a ques- 
tion that we shall discuss later. We may suppose now 
that one-half of the bonds of each issue are voluntarily 
exchanged. The new mortgage would likely have a provision 
in it to the effect that as the old bonds are surrendered, they 
shaU be turned over to the trustee in the now mortgage and 
by him held for the benefit of all bondholders protected by 
that mortgage. 

We may mquire now about the status of the various bonds. 
The new bonds have an interest in the old mortgages, since 
their trustee bolds bonds secured by those mortgages.’^ The 
situation may be summarized thus: 

Bondholders 1 (those who hold bonds secured by mortgage 1 and who have 
not made the exchange) have a one-half interest in the hist hdh on pioporty A 

Bondholders 2 have a one-half mteiesl in the first lien on property B 


1 Under a doctrine of equity the same rights would probably arise simply 
by virtue of the exchange, even if the exchanged bonds, mstead of being held 
by the trustee, were canceled by the company The usual practice, however, 
is to give the custody of such bonds to the trustee. 
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Bondholdcts 3 have a one-half interest in the first hen on property C 

Bondholders 4 have a one-half interest m the second hen on pioperties 
A, B, C, and M 

The holders ot the new bonds, whether then owneiship canae through 
purchase or through exchange for old bonds (for all must be treated alike), 
have a one-half interest in the first and the second hens on properties A, B, and 
C, also a thiid hen on such properties, besides a first hen on property M 

We may now see just what the effect of the division of the 
liens would be. In order to present the situation clearly, we 
may assume that the company fails and that under a decree 
of equity the properties are sold separately in order to deter- 
mine what they are worth. Let us assume that they sell for 
the following amounts; 

^—$2,000,000; 5— $1,000,000; C— $2,000,000; and 

$5,000,000. 

The first lien on property A is for $1,000,000, of which 
bondholders under mortgage 1 hold one-half interest and 
bondholders under the new mortgage hold the other half. 
Since the property sold for more than the first hen, the first 
lien will be satisfied and the remainder will go to the holders 
of the second lien The second lien amounts to $6,000,000, of 
which the bondholders under mortgage 4 hold a one-half 
interest, the other half belongmg to bondholders under the 
new mortgage. 

Therefore, the $2,000,000 proceeds from property A will 
be divided as follows 

Of the first hen of $1,000,000, bondholders 1 will get $500,- 

000 and bondholders under the new issue wdl get the other 
$500,000. The remaimng $1,000,000 of the proceeds will 
be divided between bondholdeis 4 and the new bondholders, 
one-half to each group, smee each has a half interest m the 
second lien on this property. It will be seen that bondholders 

1 who “stood pat” will be paid their bonds in full, and that 
out of this property the new bondholders will get $1,000,000, 
one-half of which came through ownership of -ta half interest 
in the first hen and the rest through half ownership in the 
second hen on property A. 

The entire fet lien on property B amounts to $2,000,000, 
held jointly in equal shares by bondholders 2 and the new 
bondholders. Since the property sold for only $1,000,000, 
the first hen cannot be satisfied in full and the second lien will 
be worthless. From this property, then, the bondholders who 
retained bonds 2 will get $500,000, or 50 cents on the dollar. 
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of their $1,000,000 holdings, and the bondholders under the 
new mortgage will get the other $500,000. 

As to property C, the same reasoning may be applied. 
The fuU first hen is $3,000,000, held in equal shares jointly by 
bondholders 3 and the bondholders under the new mortgage 
The propel ty sold for loss than the amount of the first hen, 
and therefore the second hen will be worthless and the pro- 
ceeds will be divided $1,000,000 to bondholders 3 and $1,000,- 
000 to the bondholders under the now mortgage. 

Property M is sold for $5,000,000 and all of this as far 
as necessary wiU go to satisfy the first lien. The first hen 
is the new mortgage, the full amount of which may be sum- 
marized as follows for cash, $5,000,000, for exchaqgo for old 
bonds; bonds 1, $500,000, bonds 2, $1,000,000; bonds 3, 
$1,500,000, bonds 4, $3,000,000; total, $11,000,000. To 
'satisfy these bonds, we have thus far accounted for $1,000,000 
from property A, $500,000 from property B, and $1,000,000 
from property C, maldng a total of $2,500,000, leaving $8,500,- 
000 to be satisfied, if possible, from property M, But since 
property M sold for only $5,000,000, the proceeds will go to 
the bondholders under the new mortgage who have the first 
hen, and the second hen, belonging to bondholders under 
mortgage 4, will be worthless. 

The situation may be summarized as follows: 

Amount 

outalandina From A From li FiomC From M Total Percent 
Bdiildrs 1 $'300,000 $000,000 $'300,000 100 

Bdlddra 2 1,000,000 $000,000 000,000 00 

Bdhldrs 3 1,000,000 $1,000,000 1,000,000 68^^ 

Bdhldra d 3,000,000 000,000 600,000 16^ 

Bonds 11,000,000 1,000,000 300,000 1,000,000 $6,000,000 7,300,000 68^1 

From the foregoing summary it appears that all the holders 
of the old issues, except those who retained bonds 1, were 
better off under the protection of the new mortgage than 
under the protection of their old hens. This, then, is the first 
inducement tlfat might be held out to the old bondholders — 
a purely monetary advantage. If more property had been 
acquired, which probably would have been the case if the com- 
pany had remained m existence, it is likely that the new bonds 
would have fared relatively still better, considermg, as we 
must, that the old properties would have become antiquated 
and of less value,® 

» Other mduoementB that may bo offered aae discussed in the chapter on 
refunding, page 264 



FINANCING WITH MORTGAGE BONDS 235 

Callable bonds. — In modem issues of bonds no room is left 
for doubt as to whether a piece of financing, such as that 
described, will be successful. The bonds issued under modern 
mortgages run generally from thirty to fifty years, but a clause 
IS usually mserted, as we shall see, which provides that, at 
reasonable times before final maturity and under carefidly 
prescribed provisions, the bonds may be called, usually 
at a premium. If such a provision had been included in 
the older issues of our hypothetical case, the situation would 
have been handled somewhat as follows* The ABC com- 
pany would have arranged with a banker to underwrite the 
refunding. Announcement would then have been made 
that the bonds under the new issue were being offered for 
those under the old issues, and a provision would have been 
inserted to the effect that those bondholders who did not 
care to take the new bonds would be paid in cash. As far 
as the bondholders were concerned, then, they would be 
required either to take the new bonds or to accept the cash. 
If the old bonds were not turned in, they would no longer 
draw interest, but cash would be held for their redemption. 
The bankers would have to stand ready to supply all the 
cash necessary to take up the bonds offered for redemption 
and would reimburse themselves by talang the bonds that 
had been provided for the refunding of the old issues. The 
bankers, then, might have to supply a considerable amount 
of cash; on the other hand, they might have to supply prac- 
tically none. In our supposititious example,® they would 
have had to supply $6,000,000 ($500,000 for holders of bonds 
1 ; $1,000,000 for 2 ; $1,500,000 for 3 ; and $3,000,000 for 4), or if 
the bonds were redeemable at say 106, the cash required would 
be $6,300,000. In any case, the arrangement between the com- 
pany and the banker would hkely provide a stipulated commis- 
sion, which would be earned whether a little or a groat deal of 
cash were needed. The banker might make an extra profit if 
the refunding bonds taken in place of the older bonds could be 
sold at a profit. On the other, hand, to be sure, the banker might 
be out of pocket on the transaction, since he might be required 
to provide cash to take up most of the bonds and then find the 
refunding bonds salable only at a great discount.” 

® See pages 229-234 

For a notice of a transaction somewhat similar to the one described, see 
C. W. Gerstenborg, “Materials of Corporation Finance, ” pages 320-321 



236 FINANCIAL ORGANIZATION AND MANAGEMENT 


Subsidiary as a method of avoiding after-acquired clause. 
In the preceding problem we saw how the purchase money 
mortgage principle was used to avoid placing newly-acquired 
property under the hen of the after-acquired clause in a cor- 
porate mortgage. We still have to explain how subsidiary 
companies, leases, and eonsohdations are used for the same 
purpose. Let us suppose that company A has a mortgage of 
$6,000,000 on its property, in which mortgage is found an 
after-acquired clause, and that A wishes to acquire property 
M with the proceeds of bonds secured by M. Company A 
may organize a subsidiary, 8, to take over M and to issue 
bonds for this purpose. In thm case the stock of S would have 
to be deposited with the trustee in the mortgage under the 
terms of the after-acquiied clause contained in that mortgage. 
But 8 could acquire property M through the sale of stock 
to the public or it could issue bonds which would have a first 
hen on M since they would be the first bonds issued by the 
corporation owning the property. The after-acquired clause 
of company A would have no effect smee the property really 
never was acquired by A. 

Financing subsidiaries. — ^But where a subsidiary needs 
money and raises it on its own initiative and in its own name, 
several difficulties may arise. If stock is sold, unless the 
parent company is prepared to take its proportionate share of 
the new issue, control of the subsidiary is likely to be impaired 
Thus, if company A controls company jS by a 61 per cent hold- 
ing of the latter’s stock, any considerable amount of new stock 
going to outsideis is hkely to reduce the 51 per cent to some- 
thing below 50 per cent of the total stock outstanding. Again, 
if bonds are to be sold by 8, the holders of these bonds will 
have a claim on the property of 8 prior to that of the stock- 
holders, and to that extent the value of A’a holdings wiU be 
impaired. The solution of these two difficulties, it would 
seem, is to put ^ in a position where it can provide the funds 
to buy 8’a stock or bonds whenever they are offered. Not 
only would such a procedure avoid difficulties, but it would, as 
we shall see, offer positive advantages. 

Large refunding issues, such as those we described as being 
used to meet the difficulties presented by piecemeal financing, 
provide an expedient method of finanomg subsidiaries to 
meet the difficulties outlined in the previous paragraph. The 
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process is very neaxly the same as that followed in the acquisi- 
tion of new property by a parent company The method may 
be described as follows: 

The property to be acquired is owned by a construction 
company. Title to the property is transferred from the 
construction company to S, the subsidiary, which gives a 
note and mortgage to Company A, the parent company, 
in consideration of the latter’s dehvering bonds of its first 
refunding issue to the construction company. The notes 
and mortgage are transferred by way of pledge to the trustee 
in A’s large refunding moitgage. The trustee authenticates 
bonds, which are turned over to the construction company to 
be sold to the public through a banker. Thus the transaction 
IS financed through the issuance of the paient company’s 
bonds that already have a market. The rate paid is perhaps 
much less than would be required by investors of a small issue 
by an unknown company, S, and the result of the whole 
scheme has been to strengthen the parent’s control over its 
subsidiary, for the parent company is now a creditor as well 
as a stockholder. 

The practice described above was followed in the period 
when expansion took place by the acquisition of properties 
from other companies, and when sudden increases in demand 
for a company’s product or services necessitated immediate 
plant expansion Nowadays expansion is largely a continuous 
process, financed by the sale of the subsidiary’s securities, or 
by the issuance of securities under the parent company’s 
open-end mortgage. The parent company’s equity in the 
subsidiary company is so large, as compared with any under- 
lying indebtedness that may be secured by mortgages having 
after-acquired clauses, that the parent company does not 
worry about the prior claim of such imderlsnng issues. It 
goes on increasing its equity in the subsidiaries and paying 
off the underlying mdebtedness. In this way prior claims 
are eliminated. For further information as to current 
financing of subsidiaries, see page 701. 

Guaranteeing bonds of subsidiary. — It may be expedient 
to permit a subsidiary to pay for its newly acquired property 
with the proceeds of its own bonds Since the issue is likely 
to be small and the subsidiary httle known, these bonds wiU 
lack the essential investment element of marketability and 
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will therefore have to yield a high rate of interest. If, now, 
the subsidiary has to pay dearly for its capital, the parent 
company will suffer, since httle will be left from the earnings 
with which to pay dividends on the subsidiary’s stock held 
by the parent company. To meet this difficulty the paient 
company may guarantee the interest on the bonds of the sub- 
sidiary. Popularly speaking, such bonds will be known in 
investment circles by the name of the guaranteeing company 
Since they become well-lmown and have the credit of the 
parent company as well as that of the subsidiary to add to 
the security of the property itself, the bonds will find greater 
favor among investors and will sell at a higher price, or what 
amounts to the same, with a lower rate of interest. Often, 
principal and interest are guaranteed. That this guarantee 
really means something was shown by the $38,000,000 judg- 
ment rendered against the Denver & Rio Grande R. R. in 
favor of the bondholders of the Western Pacific, whose bonds 
the former had guaranteed. 

It should bo noted here that the contract of guarantee is 
frequently stamped on the face or reverse side of the bond, 
in which case the bond will be called stamped^ or indorsed. 
If no statement of guarantee is on the bonds, they will likely 
be called assumed bonds, though the legal effect of assumption 
of liability is practically the same as that of guarantee. 

Collateral trust bonds. — ^This is an appropriate place to 
discuss collateral trust bonds, since they are frequently used 
either to acquire subsidiaries or to do some financing when 
subsidiaries’ securities are unpledged under other mortgages. 

Let us suppose that company A wishes to acquire company 
S. How may A do it with httle expenditure of its own funds? 
A may simply borrow enough money from a bank to pay 
for a controlling interest in the stock of S, then deposit this 
stock as collateral to secure an issue of collateral trust bonds, 
and with the proceeds of these bonds repay the loan. Since 
it IS customary that all loans shall be secured by collateral 
whose value is in excess of the loan, part of the money required 
would, in this instance, probably come from the surplus earn- 
ings of A. 

These collateral trust bonds oi’e as good as the security 
that is behind them, though, to be sure, they have also the 

Sometimes the term “stamped" is used to indicate that the bonds have 
had government revenue stamps of some country attached to them. 
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general credit of A behind them. In many cases the addition 
of this general credit — that is, the obligation to pay the bonds 
no matter what happens to the security — is regarded as reduc- 
ing the risk somewhat and the bonds will therefore command 
a good price, though they may pay but a fairly low rate 
of interest. To be sure, the income from the collateral ought 
to be greater than the amount needed to pay the interest on 
the bonds, for the difference is the gain to the company issuing 
the collateral bonds and represents the return that company 
gets for assuming the risk of issuance. 

Collateral trust agreements under which collateral trust 
bonds or notes aie issued are usually complicated instiuments. 
If the trust issue is of the open-end type, the indenture must 
carefully define the terms under which additional bonds may 
be issued and must indicate how much collateral must be 
deposited and how it is to be valued. In either the closed-end 
or open-end type, considerable attention must be given to the 
terms under which substitutions^® may be made for pledged 
securities, and to the maintenance of the value of the col- 
lateral. The instrument carefully goes into the subject of 
voting of pledged securities and the rights to interest and 
dividends received from pledged securities. It makes pro- 
vision for the protection of the value of the pledged securities 
in case of certain changes in the financial structui-e of the 
companies whose shares are pledged. The provisions of the 
collateral trust agreement must conform with the require- 
ments of the Trust Indenture Act of 1939, if the secm’ities 
to be issued thereimder are subject to the Act.®^ 

The holding company equivalent to collateral trust bond 
method of financing. — Sometimes use is made of the holding 
company plan of acquumg property. The practical diffei- 
ence between the holding company method and the collateral 
trust bond plan is that where collateral trust bonds aie used, 
a trustee holds the title to the collateral as sbeurity for the 
bonds sold to the general pubhe. Where a holding company 
is used, it, instead of the trustee, holds the collateral. Another 
difference is that the holding company is likely to sell stock 
instead of bonds. 

“ The famous Kreuger & Toll failuie taught not only investora but bankers 
as well that pcimittmg a substitution of secuntics par for par was a grave 
mistake 

w gee page 207 
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The plan, which has frequently been used to promote 
so-called chain enterprises, is illustrated in the diagram on 
this page, based upon a chain of banks. R, the promoter, 
takes the voting common stock of the holding company, H, 
and acquires funds by the sale of non-votmg stock to the 
public, P. H invests this money in a controlling interest of 
bank number P-1, the minority interest in which is sold to 
local business men, P-1. The stock of P-1 is deposited with a 



nnaacmg Chain of Banks Through Collateral Trust Bonds and Preferred Stock 

of Holding Company 

trustee as security for collateral trust bonds sold to the invest- 
mg public, 1. The proceeds of these bonds are used to buy a 
controlling interest in the next bank, and so on. Instead of 
using the collateral trust bonds, fxmds for the successive 
purchases of cpntrolhng interests may be obtained from new 
issues of preferred stock. The better plan is to use a com- 


This system of promoting, at least as far as banks are concerned, has been 
undei attack for some time Starting with the general clamor for refoim of 
bank control m 1933, legislation has been mtioduced in Congress intended to 
prohibit the common ownership of stock of several banks and to himt the pro- 
poition of a bank's stock whioh may bo owned by one eorpoiation The 
effectiveness of the plan of fmanomg desonbod has already been hampered by 
the provisions of the Clayton Act making illegal certam types of mterlockmg 
hank directorates 
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bination of stock and bonds. The bonds will bear lower 
income charges, but the stock will supply an equity in the 
holding company above the amount of the bond issue Some 
years ago a chain of banlcs was promoted in this way, the 
promoter being made president of each one of the local banks 
at a salary of only |500. His total salary, however, was 
$65,000, since there were one hundred and ten banks in the 
chain 

Avoiding the after-acquired clause by a lease. — In con- 
nection with the acquisition of equipment by railioad com- 
panies, leases, under what is called the “Philadelphia plan,” 
arc used to avoid the effects of after-acquired clauses Where 
a road like the Erie or New York Central, each with many 



Mstvrltka* Ai't'Mtgail SarlaUy 
(Sold ta fublla) 

Acquisition of Rolling Stock Through Issuance of Equipment Trust Rotes 


bond issues secured by mortgages containing after-acqmred 
clauses, needs a thousand cars or a hundred locomotives cost- 
ing several million dollars, and wishes to pledge the equipment 
as security for notes used to pay for the equipment, the rate 
of interest on those notes would be very high indeed if the 
security they presented were a hen subordinate to that given 
to four or five other mortgages through their after-acquued 
clauses. The method of using the lease to overcome this 
objection may be illustrated by means of the diagram above. 

We may assume that railioad B wishes to buy three thou- 
sand cars from car company C, the total consideration to 
be $3,480,700.“ 

The chain of considerations begins at the point where the 
title to the cais is transferred from the car company to a 

15 These facts are assumed from the conditional sale agreement, C. ^ W 
Qerstenbeig, “Materials of Corporation Finance,’’ page 299 See also, Und, 
page 313, 
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trustee, T The trustee delivers possession of the cars to the 
railroad under a lease, the consideration for which is the 
payment of a certain sum of money, say S440,700 in cash, to 
give an immediate equity in the property, and the issuance 
for the remainder of the pm’chase price of equipment trust 
notes, which will be secured by the equipment and the lease 
thereon These equipment trust notes will be sold to the 
public and the cash delivered to the car company. 

On account of local statutes, instead of the car company 
passmg title to the trustee and the trustee givmg a lease to 
the railroad, the same plan is practically worked out by a con- 
ditional sale agreement. The effect in each case is that the 
actual title of owneiship remams with the trustee, T, until 
all the notes dehvered by the railroad company are paid 
Prior to the war, the general practice was to issue the notes 
to the amount of 90 per cent of the cost of the equipment 
and to retire them serially in ten years. The present practice 
is to issue them for only about 75 per cent of the cost and to 
retire them serially in ten or fifteen years 

In the case picsented the period is ten yeai’s and since 
there were 3,040 thousand-dollar notes, 304 would fall 
due each year, or 162 each half year. When the 3,040 notes 
are all paid off, the railroad company will pay a nominal con- 
sideration, say ten dollars, and the trustee will deliver com- 
plete title to the railroad company. 

Oil companies, tank car companies, and tank line com- 
panies, as well as other enterprises having large amounts of 
capital invested in movable and salable equipment, have 
made extensive use of the Philadelphia plan of equipment 
trust obligations. The equipment trust plan was applied 
for the first time in 1939 to the financing of the purchase of 
transportation flymg equipment. The equipment trust notes 
m this instance mature over a peiiod of five years. The plan 
is the same as that described for railroads. Title to equip- 
ment remains with the trustee and is leased to the company 
in need of the equipment. The lessee undertakes to pay 


The equipment liust agreement will probably provide that a metal plate 
must bo fastened securely to the car with a statement thereon that the car 
belongs to the tiuat company, the railroad’s interest may be indicated by 
some word, such as "Eiie,” painted on the side of the car 

For on example of a conditional sale agreement, see G. W. Geistenberg, 
“Matenals of Coiporation Fmanoe," page 299 
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sufficient rental to pay interest on the notes and the principal 
of each series at matmity. 

How equipment trusts satisfy all parties. — In the above 
described transaction four parties are involved, the car com- 
pany, the trustee, the railroad, and the public. The cai com- 
pany gets what it desires, cash upon delivery of the cars, the 
railroad attains its object, the use or possession of the cars 
and ultimately the title thereto, and the public gets what it 
wants, a first hen on the equipment, for the lailroad company 
does not acquu-e title to the cars until the public has been 
removed from the situation by the redemption of the equip- 
ment trust notes. 



Why equipment trust notes are good investments. — ^The 
diagram on this page will mdicate why equipment trust notes 
are usually considered good investments. On the horizontal 
axis, AX measures the ten years during which the notes will 
remain outstanding, and A F measures the life .of the equip- 
ment. On the vertical axis, AN represents the original value 
of the equipment (m this case $3,480,700), AM represents the 
origmal amount of notes outstandmg (3,040,000), and the 
distance MN represents the origmal equity behind the notes. 
The line MX is a smoothed cmwe representmg the decrease 

“ Those penods are likely, m ordinary cases, to be ten years and twenty 
years, respectively The mortgage seouimg the notes provides that if any of 
the equipment is damaged, it must be immediately lepaired, and il destioyed, 
must be leplaccd by other and similai equipment or the money eqmvaleiit 
thereof placed in a fund seouimg the outstandmg equipment notes 
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in the amount of notes outstanding, and the line NY represents 
the depreciating value of the equipment, which is in this case 
supposed to be reduced not to junk value, but to nothing when 
Y is reached. It will be noticed that not only does the space 
between NY and MX inciease absolutely, but that it increases 
very rapidly relatively to the notes outstanding as the num- 
ber of notes outstanding decreases 

Should the railroad company default in the payment of 
interest or in the payment of the sum necessary to redeem a 
semiannual installment of prmcipal, the trustee will simply 
declare the lease void and will make a new lease to some other 
raUroad. 

On account of the economic and legal position of the 
holders of these equipment trust notes, defaults are almost 
entirely unknown. If a railroad fails and a receiver is 
appointed, he will usually apply to an equity court for author- 
ity to contmue making the payments on these equipment trust 
obligations as they mature. 

Avoiding after-acquired clauses by consolidation. — We 
have seen in the preceding discussion that the after-acquired 
clause may be avoided by using a purchase money mortgage, 
by permitting a subsidiary to acquire the property, or by 
taking only the possession instead of the title to the property. 
After-acquired clauses are sometimes entirely nullified by a 
consolidation of the issuing company. Thus, if corporation 
A issues a mortgage with an after-acquired clause and then 
A consolidates with B, as far as that after-acquired clause is 
concerned A is no longer in existence — ^its existence has been 
lost by the merger — and it therefore cannot acquire property 
to which the lieu of its mortgage can attach. Sometimes a 
clause IS inscited in the mortgage to guard against this, but 
to discuss such a clause would lead us into legal intricacies 
beyond the purview of this book.^® 

Stabilized bonds . — k new type of bond, known as the 
stabihzed bond, made its appearance ^m 1925. It is dis- 
cussed here for its interest rather than its importance. The 
purchasing power of money is not stable; it varies with the 
rise and fall in commodity prices. Thus, if a bond were 
purchased at a period of low prices and matured when prices 
were high, the bondholder would not get back the full value 


“ See A Maohen, “Modem Law of Oorpoiationa,” Section 1866 
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of what he had loaned the corporation. Similarly, the fixed 
inteiest payments are subject to changes in value. 

In order to eliminate the nsk arising from fluctuations 
in the purchasing power of the dollar, the stabilized bond has 
been devised. Its first important use was in 1925 in an issue 
of the Rand Kardex Company. 2 “ The corporation issuing the 
bond agieed to pay at maturity of the bond the sum of money 
possessing the purchasing power of $1,000 at the time the 
bond was issued, and interest at the rate of 7 per cent per 
annum, payable quarterly, in such sums as would, when the 
payments weie due, equal m puichasmg power 1.75 per cent 
of the purchasing power of $1,000 in 1925 The payments 
were to be based upon the index number of pi ices of commodi- 
ties mamtained by the United States Bureau of Labor Statis- 
tics. The agreement under which the bonds were issued 
provided that in case the index number at any due date were 
found to be more or less than that fixed for July 1, 1925, by 
as much as one-tenth of the index number of July 1, 1925, 
then for every full one-tenth rise or faU, theie should be 
added or subtraeted, respectively, one-tenth of the amount 
due A rise of one-tenth at an mterest payment date would 
mean the payment of $1 75 more of interest (the standard 
quarterly payment on the 7 per cent $1,000 bond being $17.50), 
and a fall at the same rate would mean a payment of $1 75 
less. If at maturity the index number were found to have 
increased two-tenths of the index number of July 1, 1925, 
showing the purchasing power of the dollar to have fallen, 
the bondholder at maturity would get back $1,200. 

This form of bond is not likely to become popular with 
either corporations or investors. The corporation cannot 
tell when it issue.s such bonds what its liabihty will be at 
maturity The investor is likely to consider as a loss any 
deduction because of a decline in the purchasing powei of the 
dollar, even though he sees the justice of the arrangement, 
he cannot overcome easily the feeling that “a dollar is a 
dofiar.” 

“ The bonds wore ictircd shortly after issuance, upon meiger of the corpora- 
tion with the Library Buieau, 

“'■Piofessoi living Fisher, m his e\planation of stabilized bonds 111 the 
Nov 18, 1925, issue of the Annalist, says “The aiguinent merely shows how 
ingrained is the money illusion, the supeistition that ‘a dollai is a dollar,’ that 
when we know how many dollars we owe, we know how much we owe, and that 
when we have to pay a larger number of dollars our debt is thereby increased ” 

» 
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EXTINCTION OF BONDED INDEBTEDNESS- 
CONVERSION 

Methods of extinguishing bonded indebtedness.— Since 
bonds are debts, and since all debts must be liquidated sooner 
or later, ^ it behooves us to study what plans a company can 
and does make for wiping out the obligation of a bond issue. 
Three methods are available — conversion, retimding, and 
redemption. Any of these methods may, if the contract so 
provides, take place at or before maturity. Of course the 
parties may, subsequent to the issue of the securities, that is, 
after the contract is fii’st entered into, change the contract 
by mutual consent, and we find therefore that some of these 
, processes take place before maturity — not in pursuance 
of the original contract, but as the result of subsequent 
negotiations. 

By conversion we mean the exchange of the bonds for cer- 
tain other forms of security, usually stock 

By refunding we mean the exchange oi the bonds for other 
bonds whose maturity is deferred to a date later than that of 
the oiiginal issue. 

By redemption we mean the exchange of bonds for cash. 

Why conversion privilege is given. — ^Usually the conver- 
sion IS at the option of the bondholder,* The conversion 
privilege adds a speculative interest to bonds and is given to 


* The statpiuoni in the text is not accuiate, at least as far as practice is 
concerned, for tome companies — the Public Seivioe Company of New Jersey, 
for e-tample — do issue bonds tliatbytlieu terms are peipetual These securities, 
It would seem, aio hybrids, having some of the chaiactcristics of bonds and at 
least one of the ohaiacteiiaties of stock, that is, perpetual obligation In other 
cases it is intended that the bonds will not be paid ofl, but will be refunded 
The principles undeilymg this proposition have been described (pages 193 et 
865 )( S'lid will be further oonsidoied in the next chapter, 

’ At one time the Consolidated Coal Company had bonds outstandmg in 
which the option belonged to the company. The S14 psr cent conveitible 
investment certificates of the Associated Ga^ & Electric Company were con- 
veitible at the holder’s option, but aftei 1983, at the option of the holder or 
the company 
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make them more attractive. The company issuing them, 
especially if a railroad, has usually exhausted the earlier liens 
on its properties and gives the conversion privilege as a 
substitute for a good hen. Thus, most railroad convertibles 
are secured by jumor mortgages. The convertibles of indus- 
trial companies may be either debentures or first mortgage 
bonds. Industrial companies commonly do not issue bonds 
for long terms. Indeed, a convertible bond of an industrial 
company may bo regarded as a temporary security, the final 
security being the stock into which the bond is to be converted. 
Frequently, an issue of common stock is authoiized at the 
time when the convertible secunties are authorized, in order 
to assure a sufficient amount of unissued stock to take care of 
the conversion. In many instances the intention in financing 
through the sale of convertible securities is the ultimate 
issuance of stock, not at the outset, but through the sale of 
convertible bonds. Since the conversion privilege takes the 
place of good security, convertible bonds are often moie popu- 
lar than stock and are easier to sell. 

In 1929 convertible bonds were a prominent feature of the 
year’s new capital issues, and in 1930 their prominence was 
largely maintained. The principal reason for the popularity 
of convertible bonds during 1929 was the demand of investors 
for a security that afforded safety combined with a possibility 
of profit through conversion into common stock. Common 
stocks, during 1925-1929, had risen tremendously in value 
and were gaming in popularity. In other words, bond issues 
had been savored with the convertible feature to meet the 
public taste. 

Why convertible bonds are popular. — ^Let us examine some- 
what more closely the reasons for the popularity of convertible 
bonds. 

When an investor buys a bond convertible into stock, he 
gets (1) the certainty of income characteristic of the bond; 
(2) the preferred position of a creditor if the company should 
fail; and (3) the chance of sharing in the profits if the com- 
pany becomes prosperous, which chance is the peculiar privi- 
lege of the stockholder. Frequently, we find convertible 
bonds selling at one time on a basis which reflects the invest- 
ment position of the bond — considering security and income— 
and later selling at a much higher price, simply because they 
tend to follow, on the market, the stock into which they are 
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convertible. This upward movement will always take place 
when the company enters a period of prosperity and is able to 
pay high dividends. If the company reduces its dividends, 
the stock and bonds will recede in price, the stock to a price 
low enough to conform to the reduced dividend rate, but the 
bonds to a level established by the investment position of the 
issue without regard to the conversion privilege.® An example 
IS the Great Northern Ry. Co. Series “G,” 4% bonds, issued in 
1936 and due 1946. Each $1,000 bond is convertible into 25 
shares of preferred stock. The following table tells the story 



Pi ef 67 led Stock 


Bonds 


Yeai 

High 

Low 

Dindends 

High 

Low 

1936 

m's 

32)4 

Nil 

124)4 

109)4 

1937 

56M 

20H 

52 

nvA 

98)4 

1938 

30M 

12>^ 

Nil 

103?4 

74 


Use of convertible bonds to cover short sales of stock. — 
Convertible bonds have a peculiar interest for stock market 


I The table below shows how the puce of bonds issued by the Anaconda 
Copper Mining Co was affected by inci eased dividends on its common stock, 
mto which the 7 pei cent debentures of 1938 were conveitible From February, 
1925, to May, 1928, the company paid 75 cents quartoily on its common stock, 
m August and Novembei, 1928, 51, m Februaiy, ] 929, 51 50, and m May, 1929, 
51 76 Tho bonds woie conveitible into common stock at any tune piioi to 
Fobiuniy, 1933, at the followmg latos tho first 510,000,000 of these debentures 
at 553 poi common share, the next 510,000,000 at 556, tho next 510,000,000 
at 559, the next 51 0,000,000 at $02, and the last 510,000,000 at 565 The bonds 
were retiied at 110 on August 1, 1^9 


Common Stock Bonds 


Year 

High 

Low 

High 

Low 

1924 

48M 

28)4 

103)4 

94)4 

1925 

53)4 

35)4 

105)4 

100 

1926 

. . 54)4 

41)4 

109)4 

102)4 

1927 

60)4 

41)4 

116)4 

106)4 

1928 

120)4 

63)4 

191 

11014 

1929 , ' 

174)4 

100 

268 

160 


We find spectaculai illustiations of conveitible soouiities that meieased 
enormously in value duimg the stock market lise of 1026-1929 because of then 
convei tible feature In many oases the issues have disappeai od, either thi ough 
conversion oi thiough ledemption For example, the Standard Gas & Electric 
Conveitible 6’s duo 1933, conveitible mto common stock at 537 50 a shaie, wore 
offered at 97, m othei woids, the conveision rate was 26^^ sliaies foi each $1,000 
bond The piovailing puce of the common stock at the time of the issuance 
was $25 a share In 1925 the common sold at 560, thus givmg the debentuie a 
market value of 51,600 at that tune These bonds weie called for ledemption 
at 105 Bondholdois had the option of exercising tho conversion privilege 
before redemption took effect. Those who converted their debentures mto 
common stock and continued to hold it, saw their 5970 investment in a con- 
vertible bond attain a value of close to 56,500 when in 1929 the stock reached its 
peak at $243^ a share In 1638, the low pnoe for the common stock was $2 a 
^le. In that year the company was reorganized under the bankruptcy laws, 
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speculators. They may be used to cover short sales of stock.*® 
The process will be desciibed very briefly 

Suppose we wanted to sell short 100 shares of company A 
stock, that IS, we wanted our broker to sell at a certain 
price, borrow the stock to fill the contract, and then buy it 
later on our order (covering) to pay back the loan. Of course 
we would enter upon this transaction with the expectation 
that the price of the stock was gomg to fall and that we would 
make our profit by buying at a price lower than the price 
at which we sold. If, however, the price should go up, we 
would sustain a loss, and since theoretically there is no limit 
to the upward trend, our loss might be very great. To illus- 
trate ■ if we got the stock at 80 and it dechned to 60 when we 
“covered,” we would make, less vaiious expenses,^ $20 a share, 
or $2,000. If, however, it went up to 100, we would lose 
$2,000. 

Suppose, now, company A had an issue of bonds converti- 
ble into the stock just described, pa3ung 6 per cent and selling 
at 80. We would order our broker to buy an equivalent 
amount of bonds at the same time that he sold the stock. If 
the stock went down to 60, we would gain $20 a share, but we 
would not lose an equivalent amount on the bonds, because 
the bonds selling at 80 and paying 6 per cent would, if the 
maturity was very far distant, yield 7} i per cent, a sufiSciently 
high yield to warrant the maintenance of the price on the 
market at 80. In practice, the bond might drop a point or 
two, that IS, say, to 78. Leavmg out commissions, taxes, 
interest, and possible adjustments for dividends as well as 
interest, the result of the transaction would be a gam of $2,000 
on the stock and a loss of $200 on the bonds. If, however, the 
stock went up to 100, instead of covering our short sale by 
purchasing stock we would convert our bond and thus repay 
the loan of the stock; oui only loss then would be the incidental 
expenses. The possible use of convertible bonds in this way 

Dueotois and offioeia of corpoiations whose secuiities are logistored on a 
national securities exchange, and stockholders who beneficially own more than 
10 per cent of any class of regiateied security, are piohibited, undei the Secur- 
ities Exchange Act of 1934, from making short sales of the secunties of the 
corporation in which they so qualify Othei lestnotions agamst short selling 
are contamed in the relations under the Act, such as the pnee at which 
short sales may be made. 

* Foi an explanation of the mcchames of short selhng, see 0 W. Gersten- 
berg, “ Materials of Corporation Pmance," pages 423-428 See also “Stock 
Exchange Practices,” Report No 1456, 73d Congress, 2d Session, for another 
explanation of the meohamos of shoit selhng 
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makes them very attractive to certain, kinds of security 
purchaseis. 

Convertible bonds as a means of retaining control. — Pro- 
fessor Ripley in his “Railroads, Finance and Organization” 
suggests that the convertible bond might be used to retain 
control We may make the suggestion clear by again using 
imaginary figures. Suppose X controls company A and owns 
50,000 shares out of 150,000 issued shares (authorized 250,- 
000), the remaining 100,000 being scattered. Y surrepti- 
tiously buys 76,000 shares. Y will have control, for if the 
company has more shares, it cannot sell them exclusively to 
X, though X controls the board of directors, but will have to 
offer them to all stockholders in propoition to their stock- 
holdings.® Thus Y, havmg got more than 50 per cent of the 
stock, will keep that advantage. If, however, the company 
had some convertible bonds, the directors, not being required 
by law to offer them to old security holders, could sell, let us 
say, $2,700,000 of the bonds to X, who could use them to 
bring up his stockholdings to 77,000 shares. It ought to be 
pointed out, however, that Y could probably enjoin this issue 
and conversion, since bonds are to be sold for the advan- 
tage of the company only and not to satisfy the needs of 
directors or stockholdei s. The da 3 rB of Daniel Drew are over I ® 

Convertible bonds reduce fixed charges. — Another advan- 
tage of convertible bonds is that their conversion reduces 
fixed charges. In practice this advantage may be more 
apparent than real. For example, the bonds may be converti- 
ble into preferred stock on which the dividends are a contin- 
gent habdity. Moreover, as the conversion privilege becomes 
more valuable to the bondholder because the stock is beginning 
to yield large dividends, the bonds are relatively less trouble- 
some to the company. In other words, to get rid of the fixed 
charges the company will have to offer higher rates in the form 
of dividends. If we recall principles already discussed — trad- 
ing on the equity, and the relation of financial risk to stability 
of income — we see that the advantage of gradual reduction of 
fixed charges is not always an unalloyed blessing.'^ 

' Sec Chapter XX. 

• If this aspect of the sitiiatioa had been called to Professor Ripley’s atten- 
tion, ho would probably have been the first to concede the justice of the author’s 
contention. See Boudt Wliite, “The Book ol Daniel Drew ’’ 

Out of a total issue of $49,7X1,000 of the Atchison, Topeka & Santa Pd 
Ry Co 4’sof 1066, Senes “A, ”$42, 926, 000 was converted into stock In years 
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Moreover, the mortgage or mdentme may provide that the 
bonds need not be canceled after conversion, but may be 
reissued. Thus, the mortgage securing the General Consoli- 
dated Mortgage 4’s and of 2003 of the Lehigh Valley 
R. R. Co. provides that the directors may under that mort- 
gage issue convertible bonds and that any of such bonds con- 
verted into stock may be reissued. The Erie 4’s of 1953 
provide that converted bonds may be issued at such prices as 
from time to time shall be fixed by the board of duectors, but 
at not less than the market value of the common stock on 
February 11, 1903, the date when the stockholders assented 
to the issuance of the bonds. 

Some conversion contracts. — The conversion price is 
stated in terms of an exchange of one bond for shares at a 
certain price, or of one bond for a certain number of shares 
of stock. At one time the most usual conversion contract 
was par for par; that is, the privilege was given of exchanging 
a $1,000 bond for ten shares of stock with a par value of 
$100 ® Sometimes, however, the stock was to be taken at 
either more or less than par. With the increase in the use 
of non-par stock, it became customary to permit the con- 
version mto preferred or common shares at a certain price 
per share. 

If the stock into which the security is convertible has par 
value, the law requires that the conversion privilege must be 
at a rate which will be equivalent to the payment of the par 
value of the shares which arc to be received upon conversion. 
If the stock is without par value, the conversion rate must 
have a fair relation to the actual values at the time of the 
creation of the conversion privilege. Legal difliculties aside, 
it would seem fair to make bonds convertible into stock at the 
price at which the stock is selling at the time the bonds are 
issued, whether it be stock with or without par value. It is 
interesting to note in this connection that the 6’s of 1926 of 
the American Smelters Securities Company provided that the 
bonds were not convertible unless at the time offered they had 
a New Yoik market value of not less than par. 

when, the company was paymg 10 per cent on its stock, the conveision was 
costing the company 6 per cent on $42,926,000, or about $2,575,660 a year — a 
sum, if set aside annually, more than sullicient to retue the bonds at maturity 

' For the wording of the usual agreement, sec C W Geistcnbeig, “Mateiials 
of Corporation Finance," pages 322-323. For a somewhat peculiar arrange- 
ment, see tbzd, pages 105-6 
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Arrangements for conversion vary considerably. A few 
may be mentioned very briefly “ 

Baltimore & Ohio R R. Co. convertible 4>^’s due 1960 are 
convertible into common stock from February 1, 1931, to 
January 31, 1936, at $120 per share; from February 1, 1936, 
to January 31, 1941, at $125 a share, and from February 1, 
1941, to January 31, 1946, at $130 a share, with an adjustment 
in each case of accrued interest and current dividends. 
Thus, for $1,300 face amount of bonds the company would 
give, during the period when the $130 rate applies, only 
$1,000 in stock. If, then, stock were selling at 104, the bonds 
would be at the conversion point at ten-thirtoenths of 104, or 
80. Thirteen bonds, each with a par value of $1,000, would 
then sell at $10,400 and would be convertible into 100 shares 
of stock of the same market value 

Alleghany Corporation collateral trust convertible 5’s, 
1944, floated in January, 1929, are convertible up to Feb- 
ruary 1, 1944, into seven shares of per cent preferred 
stock (without warrants) and ten shares of common stock. 

Philadelphia & Reading Coal & Iron Co. convertible 
debenture 6’s, 1949, issued duiing March, 1929, are con- 
vertible from May 1, 1930, to March 1, 1939, into 40 shares 
of common stock of the Philadelphia & Reading Coal & Iron 
Corp., the parent company. 

American I. G. Chemical Corp. guaranteed convertible 
debenture gold 5J^’s, are convertible at any time prior to 
January 1, 1939, on the following terms' up to December 31, 
1931, into common “A” shares at the rate of 17 shares per 
$1,000 debenture; during 1932, at the rate of 16 shares; in 
each subsequent year the number of shares decreases at the 
rate of one share a year until 1938, when the conversion rate 
is to be 10 shares per $1,000 debenture. 

The convertible 4H debentures of the American Tele- 
phone and Telegraph Company were convertible at the 
rate of $120 of bonds for $100 stock, or the holder of a 
$100 bond could convert the bond, with a $20 cash pay- 
ment, into $100 of stock. Of a total authorized issue of 
$67,000,000, bonds amounting to $66,100,600 had been con- 
verted into stock when the conversion privilege expired on 
March 1, 1926. 


• See C. W. Gerstenborg, “Matenals of Corpoiation Fuuinoe,” pages 824 
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Portland Railway, Light and Power Company 5’s of 1942 
provide that they may be converted into capital stock of the 
company at a price equal to the amount paid in on such stock 
plus $10 premium per $100 share This differential in favor 
of the stockholders makes up for the security the bondholder 
has enjoyed while it was expedient to retain the bond in place 
of the stock. 

Dilution of conversion privilege and protection against it. — 
In the explanation of conveitible stock given in Chapter VIII, 
the manner in which the conversion privilege may be diluted, 
changed, or destroyed has been indicated. The information 
given on page 146 applies in all respects to convertible bonds 
as well as to conveitible stock. Furthermore, the protective 
provisions generally made against changes in the conversion 
privilege, explained on page 140, arc also found in trust deeds 
creating issues of convertible bonds. A few examples of the 
effect of protective provisions are given below. 

The 10-year convertible gold debenture 4}^’s of the 
American Telephone & Telegraph Company, due 1939, are 
convertible into stock from January 1, 1930, to December 31, 
1937, provided that bonds called for redemption on any date 
within that period are surrendered for stock not later than the 
redemption date. The conversion prices at the time of the 
issue were as follows: during the year 1930, $180 a share; 
during 1931 and 1932, $190 per share, from 1933 to 1937 
inclusive, $200 per share. Additional stock was issued to 
stockholders of record May 23, 1930, and as a result of an 
adjustment in the conversion price, this price during the 
remainder of 1930 was $166.88 per share, during 1931 and 
1932, $175.46; from 1933 to 1937 inclusive, $183.74. 

Under the indenture of the International Telephone & 
Telegraph Corp., dated January 1, 1929, relatmg to an issue 
of 10-year convertible 4H per cent gold debenture bonds, the 
securities were originally convertible at the option of the 
holder into common stock at $200 per share from July 1, 1929, 
to July 1, 1932, inclusive; thereafter at $210 per share to July 
1, 1935, inclusive; and after that date, at $220 per share. 
iUter giving effect to a split-up of the common stock in 1929 
and to subscription rights m March, 1930, the debentures 
became convertible into common stock at the following 
prices: $64.1564 to July 1, 1932, inclusive, $66.9599 to July 1, 
1935, mclusive; and $69.7634 to January 1, 1939, inclusive. 
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This indenture also makes provision that the holders of the 
convertible debentures shall, upon consolidation, merger, or 
sale of assets, be entitled to convert their bonds into the same 
kind and amount of securities and other assets as may be 
issuable or distributable under the terms of the consolidation, 
meiger, or sale of assets, with respect to the number of shares 
of common stock into which the bond is convertible at the 
time of the merger or sale. 

Other provisions of convertible issues.^ — Indentures secur- 
ing convertible bonds contam many other peculiar provisions 
incidental to the privilege of conversion. The company 
will agree to reserve sufficient stock to cairy out the conver- 
sion Interest and dividends whl be adjusted when bonds are 
offered for conveision, the usual arrangement is to allow 
the bondholder the accrued interest on his bond, but to charge 
him the accrued dividends on the stock at the regular dividend 
rate The conversion may be hmited in time both as to when 
it begins and when it ends.^® Frequently, the bondholder is 
required to give a certam number of days’ notice in writing 
before makmg the conversion. Sometimes the conversion 
can only be made on interest dates or on dates set by the 
directors.^ 

Conversion privilege offered subsequent to issue of 
bonds. — It may become expedient for a company to offer the 
conversion privilege after bonds have been issued; the usual 
intention in such an offer undoubtedly is to substitute the 
contingent charge of dividends for the fixed charge of interest. 

The following provisions were made in 1918 by the 
Hocking Valley Products Co. The stockholders 

. . . voted to issue $1,000,000 6 per cent cumulative prefeiied stock, 
par $20, having same votmg power as common stock, and with the pio- 
vision that no mortgage or othei hen pnor to the preferred stock shall be 
created without the consent of 75 per cent of the preferred stock, such 
piefened stock to be redeemable all or in part aftoi July 1, 1919, at 110 

The company ollois to the holders of its fiist mortgage fifty-year 6 per 
cent sinking fund gold bonds, due 1961, the privilege of exchanging said 
bonds, with all coupons from and after January 1, 1919, and certificates for 
lelinquished interest attached, for the 6 per cent preferred stock now 
authorized, upon a doUor-for-dollar basis, and at the time of such exchange 
the company will also dchver to the holders of said bonds so exchanged 
its ten-year 5 per cent oertifioatcs of indebtedness, dated July 1, 1918, m 


“> See illustration on page 262 

** The 6’s of 1931 of The Texas Co were an example of this provision. 
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full pa 3 rment of the certificates for relinquished interest held by them to 
the amount of sueh certifacates accrued on July 1, 1918 

The bonds, when acquired by the company, shall be held in trust foi the 
security of the preferred stock until all of the outstanding bonds shall be 
acquired, at which time the bonds and moitgage will be retired and 
discharged 

Disadvantages of convertible bonds. — Since the conversion 
of bonds into stock is usually accompanied by an actual offer 
of the stock on the market, convertible bonds may bo said to 
have the effect of injuring, though mdeed very slightly, the in- 
vestment position 01 the company’s slock. Were this depres- 
sion noticeable, the disadvantage would be serious, smeo it is 
always important that a company’s stock sell well above par. 

Another disadvantage of conveision may be apparent when 
it is considered what the purpose of a corporation is. Aside 
from the social benefits it renders in pioducing goods or 
services, it is managed for the profit of its owneis, the stock- 
holders. During the hard periods of corporate infancy, these 
people "hold the bag” — they get nothing but piospects. In 
the meantime the holders of convertible bonds are drawing 
their interest and are also possessors of the prospects of larger 
returns. When the coiporate income increases, the bonds are 
converted, thus reducing the rate of return that can be paid 
on the origmal stock 

Moreover, it should be noted that conversion injures the 
iiiarRet position of bonds that remain unconverted. Alter a 
bond issue has been fairly well converted, the icmaining bonds 
of the issue may become so limited that their maikctability 
will be very low ; few people will hold them and their value will 
become problematical. For example, when the conversion 
privilege on the Convertible 4’s of 1955, Senes "C,” of the 
Atchison, Topeka and Santa F6 Railway Company expired 
on May 31, 1923, all but $526,000 of the $43,686,000 of bonds 
that had been issued had been conveited. 

Finally, the effect of conversion on the tax position of a 
corporation must be considered. When the bonds are issued, 
the Federal issuance tax of ten cents per hundred dollars of 
face value or fraction thereof is imposed.” At that time the 

“Standard Statistics Seivioe, from Commeimal and F%nancMl Chronwle, 
June 20, 1918. 

“ Internal Revenue Code, Sec 1801, as amended by the Revenue Act of 
1939. On and after July 1, 1941, the late of five cents, which piovsiled pnor 
to June 21, 1032, is lemstalcd. 
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corporation usually will not have in reserve sufl&cient stock for 
the conversion and will have to increase its stock for this pur- 
pose and pay the State tax thereon When the conversion is 
made, the Federal issuance tax of ten cents per hundred 
dollars will have to be paid Moreover, when interest on 
the bonds is paid, the amount needed may be subtracted from 
the mcome before the net mcome is reported for Federal tax 
purposes. But when the bonds arc convcited, the dividends 
paid on the stock are taken out of the profits, on which the 
company must pay income tax Usually the State fianchise 
tax IS higher, too, where stock replaces bonds. 

Wo may make the effect of taxes clearer by assuming a 
concrete ca.se of a New York company issuing bonds to the 
extent of $10,000,000, and by calculating the additional tax 
burden involved if the company makes them convertible, 
mcreasing its stock to provide for the conversion, and if all 
the bonds are converted We may assume that the bonds 
are 6 per cent bonds and that the stock pays 7 per cent. 

The company would have to pay $5,000 as a State tax on 
the increase of stock and $10,000 as a Federal issuance tax 
The Federal income tax on the $600,000 previously used to 
pay interest would be increased by 18 per cent (after 1939), 
or $108,000, and the State tax would likewise be increased by 
6 per cent^^“ of $600,000, or $36,000. In other words, the con- 
version would cost an initial $15,000, and thereafter an animal 
charge of $144,000 — a sum laige enough to pay interest on 24 
per cent of the bonds had they remained outstanding. To put 
it another way, if the bond^ cost 6 per cent per year, the 
equivalent stock would cost over 7 pei cent without yieldmg 
any added income to the owner. 

Bonds issued with stock purchase warrants. — In an earlier 
paragraph we mentioned that the taste of investors for 
securities had turned, during the speculative fever of 1925- 
1929, from bonds to securities that offered a possibfiity of 
shai'mg in common stock profits. To meet market demands, 
and to make sure that an issue of bonds would sell, the plan 
was devised of coupling the bond with a warrant to purchase 


^‘Seo page 130, footnote 13 For desoiiption of taxes of this kind see 
Pientioe-Hall Federal Tax Service, and Prentioe-Hall State and Local Tax 
Service 

After November 1, 1940, unless otheiwise provided by statute, the New 
York State franchise tax will be 4H per cent 
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stock at a certain price during a certain period. Stock issues, 
as well as bond issues with stock purchase warrants attached, 
appeared in great number, especially during 1929. The 
tendency to make bonds more attractive by according the 
purchaser rights to acquire common stock was followed to 
some degi-ee m financing during the thirties. 

The nature of stock purchase wai rants is the same 
whether they are used in connection with an issue of stock or 
an issue of bonds. The explanation given on page 148 should 
therefore be consulted. Some illustrations of provisions 
included in stock purchase warrants issued in connection with 
bonds are given to supplement the mateiial found on page 
150. 

The non-detachable warrants accompanymg the Kansas 
Pipe Line & Gas Co. first 6’s, Series A, due 1952, entitled the 
holder of each $1,000 bond to purchase forty shares of com- 
mon stock at the following pi ices $6 per shaie to December 
31, 1938, inclusive, $8 per share thereafter to December 31, 
1939, inclusive; and $10 per share thereafter to December 
31, 1940, mclusive. However, in case the debentures were 
called for redemption before Decembei 31, 1940, the warrants 
were to become void at the close of business on the redemption 
day, unless exercised pnoi thereto. 

The Southern Gas Utilities, Inc., first 6^ per cent Series 
“A” bonds of 1939 were issued with detachable warrants 
entitling the holders to purchase five non-par common 
shares at certain prices during certain periods, irrespective 
of the previous redemption of the bonds. 



Chapter XV 


EXTINCTION OF BONDED INDEBTEDNESS- 
REFUNDING 

Purposes of refunding. — Refunding is much like conver- 
sion — a substitution of one land of security for another. In 
refunding, however, the exchange is bond foi bond. The 
purposes of refundmg are to extend the obligation of a 
maturmg issue in order to avoid a cash outlay, or to reduce the 
fixed charges of an issue that has still some time to run. If 
this latter purpose can be accomplished, it is quite likely that 
the company will wish to assure to itself for some time m the 
future the advantage of the new and lower interest rate, and 
the new refundmg bonds will therefore run as long as the 
refunded bonds, or longer. 

The two purposes above indicated are accomplished 
respectively (1) at or neai’ the matuiity of an old issue, and 
(2) at the time when investment market conditions are 
favorable. Wo may therefore say, in summary, that the two 
purposes are. (1) to meet maturing obligations, and (2) to take 
advantage of favorable market conditions before maturity. 

Refunding in connection with raising cash. — Sometimes a 
third purpose prompts a company to undertake a process of 
refunding. Where a corporation wishes to raise additional 
cash through the sale of bonds secured by property on which 
other mortgages exist, it may refund the bonds secured by the 
underlying mortgages into the new bonds. This process has 
already been described.^ 

Refunding before matmity. — In refundmg before maturity, 
the new issue may be simply for the purpose of reducing the 
, interest rdte on the old issue, or it may be for the purpose of 
carrying out some new finanemg. 

How refunding before maturity is accomplished. — ^Refund- 
ing before maturity may be accomplished thiough negotiation, 
in which case tho company must rely on the voluntary consent 
of the old bondholders; or it may, under modern mortgage 

» See pages 228 ei seg 
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agreements, be accomplished through the exercise of the 
company’s option to redeem the old bonds. Thus, if the 
old bonds are redeemable at 105, the company simply calls 
the old bonds and offers cash or new bonds. The cash is 
obtained through a banker who leimburses himself by tak- 
ing the refunding bonds offered the old bondholders.^® (See 
page 235.) 

Refunding to reduce fixed charges. — The importance of 
taking advantage of improvements in a company’s credit posi- 
tion or of a change in the money market may best be illustrated 
by the following imaginary example. Let us suppose that a 
company has sold .11,000,000 of its 6 per cent bonds at 80, 
and that the mortgage provides that the bonds may be called 
at 110 Let us assume further that the bonds have 76 years to 
run. When the market eases up and the company’s credit 
position improves, it becomes evident that the company can 
sell 4 per cent bonds at 80, redeemable at 105. Would it pay 
to refund the old bonds? At first sight it would seem unprof- 
itable, for while the company would receive only $800,000, it 
would assume an obhgation of $1,375,000 ® But it is not 
pertinent to compare the company's obligation with what it 
received in cash on the first sale of bonds. Indeed, that latter 
fadt IS entirely irrelevant. The fact is that it has an obligation 
of $1,000,000. Would it pay to assume one of $1,375,000? 

Suppose that the company provides for the amortization of 
the piemium of $375,000 durmg the 75 years and that it 
carries out the amortization by redeeming an equal amount 
of bonds each year, that is, $5,000 at 105 Since the com- 
pany is to reduce its bonded mdebtedness each year, the 
average amount outstanding on which it would have to pay 4 
per cent would be the sum of the amounts outstandmg the 
first and last years, divided by 2; that i.s, $1,375,000 plus 
$1,005,000 divided by 2, or $1,190,000 Interest on this at 
4 per cent would be $47,000. 'i?o redeem the $5,000 of bonds 


If the new bonds cannot be vabdly issued until the old bonds have been 
retired, aiid if the maiket is not suitable for the sale of a now issue at the tune 
the redemption is to lako place, the corporation may obtain lunds foi paying 
off the old bondholders by arrangmg a bank loan, with assurance as to renewal, 
to carry it until such time as a new issue can bo favoiably sold 

® The company would need $1,100,000 in cash to icdecm the old bonds at 
110 To raise this sum with bonds sold at 80, it would have to issue bonds 
amountmg to $1,100,000 divided by 0 80, Or $1,375,000 
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at 105 each year would require $5,250/ and the total annual 
burden of the issue therefore would be $52,850. Since the 
interest on the old issue was $60,000, the saving per year 
would be $7,150, or for 75 years, without counting interest on 
the annual savings, it would amount to $536,250. If the 
annual savmgs wore set aside at 5 per cent compound interest, 
the total saving would be many tunes the amount of the original 
issue of $1,000,000. The refunding would undoubtedly pay ‘ 

Many corporations took advantage of the period of low 
interest rates of the late twenties and thirties to reduce 
fixed charges through refunding operations. In 1928, for 
example, the Standard Oil Company of New York retired its 
debenture 6*6 due 1933, amounting to $20,000,000, with 
funds obtained from the sale of $20,000,000 of income 43-^’s 
due 1931 to 1948. In 1939, the North American Co. sold 
$70,000,000 of 3>^, 3% and 4 per cent debentures and 
$34,829,000 5% per cent preferred ($50 par) stock, and 
applied the proceeds, together with treasury funds, to the 
redemption of all the $42,565,000 5 per cent and 5 }^ per cent 
debentures and $34,829,000 $6 preferred stock of North 
American Edison Co. and $23,913,000 of 5 per cent debentures 
of North American Co. held by the public The aggregate 
annual savings in interest charges and dividends as a result 
of the financing was $850,000. 

Refunding at maturily. — ^Refunding at matuiity of the 
issue may be done either because the company believes it is a 
good pohey to contmue its borrowing, or because the company 
cannot get the cash funds to pay off the maturing obligation. 

Refunding, a good financial policy. — When a company’s 
loan matures, the first question to be asked is’ can the busi- 
ness use the funds profitably for a longer period? Generally 
if it pays to borrow, it pays to contmue to borrow. Suppose 
an obhgation of $1,000,000 matures. Let us suppose also 
that the company could draw the $1,000,000 out of the 
busmess to pay off the loan. It must first ask itself, can it 
not with safety earn much more on that $1,000,000 than it is 
paying on the loan? If so, the loan should be refunded. To 
be sure, the business may be very hazardous and it may be the 

* Notioc that this payment of capital must for oui purpose be considered 
an annual chaigo, smee it meiely reduces the capital liability to $1,000,000, the 
amount that would be duo at the end of 75 yeais on the oiigmol 6 per cent bonds. 

* The exact amount would be $5,410,074 10 (See Column C of the table 
which IS given on pages 1024-6 of C. W, Gerstenberg, “Materials of Corporsr 
tion Finanoe.”} 
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part of wisdom to be rid of the fixed obligation of interest. 
Each, case must be taken as a separate problem in settling that 
question 

The subject of refunding is allied with the subjects of 
the terms of bonds and sinking fund provisions. How 
long should a bond run'i’ Should a company prepare to pay 
off its indebtedness by creatmg a sinking fund^ These ques- 
tions will be treated at length in another chapter. Here it is 
sufficient to say that industrials, especially those not dealing 
in fundamental necessities, must hold out some hkelihood of 
paying off their obhgations, while public utilities and railroads 
finance themselves with the idea of carrying a perpetual debt. 
We have found that comparatively few mdustrials are long- 
lived, while utilities of all kinds must go on as long as civihzed 
localities continue. Hence it is that an industrial must 
clearly show the advantage of refunding, or must admit 
that the refunding is a matter of present necessity, which 
condition it was impliedly promised at the time of the issue 
of the bonds would not exist when the bonds matured. This 
statement must be taken with the reservation that the indus- 
trials dealing m fundamental necessities may be almost on 
the same footmg as utilities. 

Temporary financing — short term notes. — ^We must now 
consider some refunding that frequently takes place because 
of money market conditions. Assume that a company in the 
usual course of gi'owth is in need of funds, but that on account 
of high money rates these cannot be borrowed except on 
difficult terms. Instead of binding itself to these terms for a 
long period, a company will issue short term notes, hoping 
that at the maturity of the notes the money market will be in 
shape to absorb lower mterest-bearing bonds. If, however, 
the money market is still tight, and rates are high, the notes 
will have to be refunded. This may happen several times in 
succession. The question may naturally arise: would it not 
in the first instance have been better to sell long term ledeem- 
able bonds, to be redeemed and refunded when the market 
eased up? The answer to this question will depend on the 
probable length of the strmgency, on the cost of refundmg 
the notes, and on the premium at which the bonds would have 
to be redeemed. We may imagme a concrete example, thus: 
suppose lyi per cent notes to be issued for two years with a 
selling cost of 2 per cent. Suppose that a 7 per cent bond 
redeemable at 107 could have been floated at the same cost. 
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The selling cost of each note or bond would be $20; the annual 
interest on the note, $75, on the bond, $70, and the cost ol 
calling the bond would be $70. Therefore, if conditions 
changed at the end of two years, the note would cost $20 
(selling cost) plus $150 (2 years’ interest), or $170, whereas 
the bond would cost $20 plus $140 plus $70 (redemption 
premium), or $230. The note, however, may have to be 
renewed for another two-year period, and for the four yeai’s 
the cost would be $40 for sellmg and $300 for interest, or $340, 
whereas for the same period the bond would cost $20 for sell- 
ing, $280 for interest, and $70 for redemption — or $370. If 
another two-year period had to be covered by high interest- 
bearing securities, the notes would cost an additional $20 for 
selhng and $150 for interest, making a total of $510, whereas 
the bond expense would be increased by two years’ interest 
only, bringing its total cost up to the same amount, $510. 
Thus it would appear that if conditions were hkely to change 
in less than six years, the notes would be preferable, whereas if 
the period of high interest rates were to continue tor a longei 
time, it would be more economical to use the redeemable bonds. 

"^en short term notes ai'e issued in this way, they ai*e 
usually well secured by a lai’ge amount of bonds of an open-end 
issue that cannot be sold economically at that time Thus the 
Seaboard Air Line pledged $1,500,000 of its First and Con- 
solidated Gold 6 per cent bonds as security for $1,000,000 of 
7 per cent notes that were to run from September 15, 1920, to 
September 15, 1923 

Borrowing on short-term notes may take place when 
interest rates are low, if other conditions make it advisable. 
In the late thirties, for example, when stock market conditions 
were not piopitious for the flotation of long-term securities, 
many corporations negotiated bank loans on low-interest- 
bearing promissory notes, secm’ed or unsecured. Thus, in 
1939 the American Water Works and Electric Co issued and 
sold to a group of banks $8,000,000 of its secured 3 per cent 
notes, payable $160,000 semi-annuaUy from the date of issue 
and the remaining balance five yeais from the date of issue. 
Five banks entered into the so-called commitment agreement, 
under which each agreed to lend a certain part of the total 
amount. The notes were used solely to discharge outstanding 
bank loans. 

Refunding bonds into notes. — In the above example, 
whichever instrument was originally used, the plan called for 
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ultimate refunding into long term bonds. If a bond matures 
at an inopportune tune, short term notes may be used to tide 
over the bad period or as a means to ultimate payment. Thus 
the Cuban- American Sugar Company faced in 1917 the matu- 
rity, early in 1918, of a series of about $6,000,000 of a total 
issue of $10,000,000. The company sold $6,000,000 of serial 
notes to mature $2,000,000 a year, beginmng one year after 
date. This process enabled the company to extend its bonds 
for gradual cash payment. The 3 delds on the notes were, for 
the successive years in which, they matured, respectively 6K, 
TJ-i, and 7? a per cent. 

Bondholder’s attitude when asked to accept a refunding 
bond. — ^We cannot understand thoroughly this subject of 
refunding unless we know what position the bondholder wiU 
take when he is asked to refund. It is all very well to look 
to the corporation’s interest, but the question sometimes must 
arise: will the bondholders accept the proposal ‘i’ When a 
bond matures, the bondholder has the right to demand cash. . 
Usually, cash is offered, but the refunded bond is held out 
prominently while the cash is held back, much in the way in 
which, as boys, we used to force the clenched fist with the 
button in it on the other fellow in order to make him “it” 
at the game of tag. What should the bondholder do? The 
simple question for the investor to decide may be worded in 
this way: here is $1,000; what is the best I can do with it? 

If the refunding issue is as good an investment as any other, 
then he should take the refunding bond. If not, he should 
take his money and invest it elsewhere. Of course, if the 
bondholder has any other interest in the company, such as 
that of a stockholder, he may be persuaded by that interest 
to accept the refunding bond, smee a successful refunding 
reflects a good credit position and thus helps the corporation 
and all its securities. 

When refunding is sought by the company before maturity 
of the issue, the refunding takes place by redemption of the 
old bond and the offer of the new bond as the purchase or 
redemption price. The bondholder has the right to demand 
cash and again faces his problem as a matter of option between 
various possible investments. If, however, the bondholder 
has a security which is not subject to call before maturity, 
his surrender of the old security and the acceptance of a new 
one are wholly voluntary. The questions that arise generally 
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are- (1) wliat is the relative advantage to the bondholder in 
accepting the new bond; and (2) if he does not accept, will he 
injure the company whose obligation he holds, will he kill 
the goose that lays the golden egg? The advantages offered 
by the new issue may be (1) better security and (2) wider 
market. These reasons for refunding were explained in a 
previous chapter.® 

Sometimes, however, where a company’s earning power is 
unpaired, a new security with a lower rate of interest than 
that contracted for in the original issue is voluntarily accepted, 
since it becomes evident that the old rate of interest cannot 
be continued. When a bond is refunded for this reason, we 
call the process readjusting ® 

Inducements to refund. — ^It is apparent that inducements 
must sometimes be offered to cause bondholders to accept 
refunding issues. Some of these inducements we shall men- 
tion very briefly. 

1. A cash bonus. — Thus, m 1933, the holders of the 3-year 
6 per cent notes of the Greyhound Corporation were offered a 
cash bonus of $20 for each note, and an additional $5 if the 
deposit was made before January 1, 1933. The effect was 
that of paying the noteholders the $1,000 to which they were 
entitled and then selhng them the new notes at 97J^. 

2. Higher rale of %nletest . — Most of the refunding opera- 
tions of 1931-1933 involved the payment of a higher rate of 
mterest. A higher rate may result from an offer of the com- 
pany to pay a part of the bondholders’ income tax on the 
interest received. To induce the bondholders to extend the 

° See pages 228 et seq 

° See chapters on reorganization 

’'An interesting example of how a company will sometimes "try on" a 
low rate m its refunding issues, came to hght in an mvestigation of the street 
railway situation in Boston by a committee of the Massachusetts Legislature 
in September, 1917 Piosidont Brush, of the Boston Elevated Railway, 
described attempts by the West End Railway, the lessor, [see C. W. Gersten- 
berg, “Materials of Corporation Finance,” pages 656-669] to sell an issue of 
$1,681,000, 6 per cent bonds Those bonds, Mr Brush said, were to refund, 
in pait, loans oiigmally made m the years from 1900 to 1904, amounting to 
$4,743,000, oanying 4 per cent interest The original bonds sold at a premium, 
pnees bemg from 101.536 to 104 60 They came duo in 1916 and wore refunded 
for one, two, and three years at 5 per cent and sold at a premium. In 1916 
the first year’s portion came due and was again refunded at 6 per cent On 
August 1, 1917, the second year’s portion came due Bids for 6 per cent bonds 
were invited from thirty-one different reputable banking firms Not a bid 
was received. An offer of new bonds bearing 7 per cent interest brought a 
bid of 100 14. 
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bonds which matured on February 1, 1921, the Birmingham 
Water Works Company offered to pay a bonus of $50 on 
each 11,000 bond and also agreed to pay the normal Federal 
income tax to the extent of 2 per cent. 

3. Partial payment . — The bondholders may be offered 
the option of taking bonds par for par or of accepting a partial 
payment m cash and the rest m the refunding issue. 

4 Agreement to create a sinking fund . — The Manila R. R. 
in 1917 held out this inducement for a twenty-year exten- 
sion of its bonds, though in fact the bonds were not to mature 
for twenty-two years. The reason for this anxiety to get the 
extension lay in the low rate of mterest on the bonds and the 
unlikelihood that the bonds could be renewed on such a favor- 
able basis when they matured m twenty-two years.® 

6. Wider market for the new securities . — ^Because they 
are to be of a larger issue and are to be listed on the exchanges. 

6. Better security ® 

7. Guaranty by a parent company which has acquired the 
issuing company as a subsidiary. Thus the American Woolen 
guaranteed the refunded notes of the Ayres Mills in 1917. 

8. Offer to the general public of -the refunding bonds, with 
“preference” to the holders of old bonds. The advantage 
of this plan is its good psychology. 

Refunding with aid of bankers. — ^Even with all these 
inducements, corporations usually engage bankers to insure or 
underwrite the refimding operation. When this practice is 
followed, the company generally announces the terms of the 
refunding and the banker adds a statement of his readmess 
to pay cash if the bondholder desires cash instead of the new 
bond. The mere fact that the bondholder can have the cash 
if he wants it is one good reason why he will accept the new 
security. “ 


* The plan apparently failed for lack of consent of the Btockholders They 
aimply took no mteiest m the matter — a good illusliation of the caielesaness 
of stockholdora 

• This point was fully covered in Chapter XIII, pages 230 et seq 

“ For an illustiation of the announcements made, see C W Gerstenberg, 
"Maleiials of Coiporation Finance,” pages 320-331 For an illustration of an 
attempt to refund without the aid of a banker, see ihd , page 1009 
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EXTINCTION OF BONDED INDEBTEDNESS- 
REDEMPTION 

Redemption; meaning and kinds. — By redemption is 
meant the exchange of bonds for cash Redemption may 
take place (1) at maturity of the bonds, as provided in the 
contract covering the bonds, or (2) at the option of the 
issuing corporation, before maturity but under the terms of 
the contract, or (3) before maturity and not under the 
contract, but as a result of a subsequent agreement. In 
this last case, the agreement to give up the bond for cash 
may simply amount to a purchase of the bond by the com- 
pany in the ordinary course of security transactions — that 
is, through the stock exchange or through an investment 
house — or it may be the result of negotiations made directly 
between the company and its bondholders. The distinction 
between these two methods hes in the fact that where the 
bond is bought through a broker or investment house, the 
bondholder is not apprised that his bond is being bought by 
the company for redemption, while in the case of negotiation 
he knows that the company has funds of which to dispose 
The effect of these methods on the company will be considered 
later. 

Where the trust deed xmder which the bonds were issued 
gives the company the option to redeem before maturity and 
the bonds are redeemed by lot under this provision, the 
redemption may be called “mandatory,” Redemption by 
subsequent agreement may be termed “solicited.” 

Purposes of redemption. — number of different reasons 
may prompt a company to rid itself of the obligation of an 
issue or part of an issue. These reasons are important enough 
to demand separate though brief consideration. 

Redemptvm for sittking fund. — ^V^e have seen that bonds 
may be issued as unsecured promises to repay a loan or as 
promises secured by a lien on the property of the company. 
Frequently, a still further guarantee of future payment is 

266 
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given through the creation of a separate fund accumulated out 
of the earnings of the company and set aside for the specific 
purpose of redeeming the bonds befoie or at maturity. The 
methods of building up and handling sinking funds we shall 
consider later. Here we merely wish to indicate that bonds 
are often redeemed as a means of investing the sinking fund. 

Redemption as a step %n refinancing — Redemption is fre- 
quently the first step in a refinancing plan.*^ For example, if 
a company has a small underlying issue that might interfere 
with the sale of a large issue of subordinate bonds, the under- 
lying bonds may be redeemed to clear the property and thus 
prepare it for the hen of the larger issue.® 

Redemption as a step %n refunding. — Redemption, we have 
seen,® may be used as a means of aiding a refunding operation. 
Those bondholders who will not take the refunded issue may 
be compelled to surrender their bonds for cash, the refunding 
issue itself being used to obtain the cash. 

Redemption as a means of eliminating fixed charges. — The 
income of some forms of industry is so unstable that the 
burden of a fixed charge is a constant menace. Whenever 
bonds have been sold in periods of need, the first opportunity 
IS seized, after prosperity has endured long enough to build 
up profits*, to pay off tfie bonds. Thus, in the late twenties, 
the Umted States Steel Corporation retired a large part of the 
funded debt of the company and its subsidiaries, thereby 
saving duimg the following period $31,000,000 per annum, 
including annual bond redemption requirements. The impor- 
tance of this step was summed up as follows at the 1937 annual 
stockholders’ meeting: 

“ You can readily see, if the net loss of assets from opeiations and sucli 
moderate dividend distributions as were made through the depi’cs&ion 
period was $60,000,000 for the period beginmng in 1928 and extendmg to 
the end of last year, tliat if we had had to care foi an additional cash 
requirement of $31,000,000 a year for seven of the nme years, it would have 
created a very distressing situation ” 

Redemption as a means of avoiding onerous terms. — ^Bond 
issues which were made at a time when later developments 

^ An interesting caso of the dependence of coiporate financing on redemption 
— the fmancmg opeiation consisted of the consolidation of several companies — 
IB outlmed in the Report of the Interstate Conuneice Commission to the 
Senate of the Umted States See G W Gteistenberg, "Materials of Cor- 
poration Pmanoe,” pages 649-564, especially page 661 
’ This process has been desoiibcd on page 236. 

‘ Sec page 258 
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could not have been foreseen are likely to contain terms that 
are extremely disadvantageous to the corporation or to its 
stockholders. Such issues must be retired as quickly as pos- 
sible. Thus, m 1938, the Umted States Rubber Co. 5’s were 
replaced with an issue of 4K per cent bonds to eliminate the 
restriction in the indenture that the company could not pay 
dividends except from earnmgs subsequent to December 31, 
1916 With the restriction out of the way, the company 
was able to elimmate the accumulated deficit by methods 
described on page 578, and clear the way for stockholders to 
obtam some benefits of their ownership in years of good pro- 
fits. Another example is the following; the bondholders may 
have enjoyed a fair rate of return during a long period while 
the stockholders lived on prospects. The company may 
then spring into great prosperity and the stockholders may 
see the large profits for which they waited suddenly reduced 
by the conversion of an issue of convertible bonds mto stock. 
Thus, in the early part of May, 1917, the Lackawanna Steel 
Co., so it was reported in financial circles, began the purchase 
of its convertible bonds of 1950 in order to preserve for its 
stockholders the unprecedented profits growing out of its 
war contracts. In this case the bonds were redeemable at 
105, but the company began the purchase of them in the open 
market at a lower price. During the rise in common stock 
values between 1925 and 1929, many companies put a stop 
to the conversion of bonds by calhng for redemption such 
bonds as had not yet been converted. 

How about the holder of the convertible bond? some 
readers may say. Did not the holder of the convertible bond 
purchase it with just such a contingency m mmd? If the 
conversion of the bond mto stock never could become pro- 
fitable, why issue a convertible bond^ 

To meet this objection, it is usually provided that the 
bondholder shall have some time after notice of redemption 
to determine whether he will accept the cash or elect to 
convert Frequently, the last day for conversion is the date 
set for redemption. 

Redemption as a means of investing cash . — A company 
will often have surplus cash on hand shortly before the 

The saving of of 1 per cent interest did not oompensate the company 
for the expense of retinng the existing bonds, because of the premium for 
redemption and other costs 
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maturity date. Instead of investing this cash, paying the 
commission for purchase of the investment securities and 
again for their resale when the cash is needed at the maturity 
of the company’s own bonds, m the meantime standing the 
risk of loss — the company must sell the investments in time 
to use the cash, however the investment market stands at 
the time — the cash is used to redeem the bonds before matu- 
rity. This procedure may be followed even though it is 
necessary to pay a premium to assure the retirement of the 
bonds. However, money may be lost by paying a premium 
when, by waiting a year or so, the premium might be avoided. 
Thus on January 1, 1918, a certain company redeemed 5 per 
cent bonds at 105. The bonds had three years to run. The 
cost of redemption per year, omittmg compound interest 
calculations, was IH per cent. In other words, if the com- 
pany could have made a good investment at more than 3H 
per cent (adding possibly a tenth for expenses), it would have 
paid to make the investment for the three-year period, at 
the end of which time the investment could have been sold 
for cash to get the funds for redeeming the bonds at maturity. 
However, it must be remembered that the risk involved and 
the uncertainty of the financial weather in the early part of 
1918 probably made it advisable to use the cash for the 
elimination of the bonded mdebtedness instead of using it to 
save a possible one per cent by investment.^ 

EedempHon as a credit ionic.— Perhaps most people have a 
horror of debt. They do not realize its beneficence. A debt 
means trading on the equity, which, as .we have seen, magnifies 
the profits and the losses. A thoroughly capable management 
can generally be relied on to make profits. Again, a debt is 
an mcentive to work to make ample provision for the interest 
payments. The mere fact that there is a responsibihty to 
bondholders may keep up the tone of the administration. 
However, people do think of debts with abhorrence. We pic- 


* In 1917 United States Rubber redeemed some 6 per cent and 5 per cent 
bonds not much moie than a year betoie maturity and at a premium of about 
2 pel cent In paying the bondholders their money, it was announced that 
the purpose was to enable them to buy Liberty Bonds It would have been 
manifestly to the disadvantage of the company to pay 6 per cent on its own bonds 
and to use the funds it had for their redemption m 4 per cent government 
bonds. No lack of loyalty and patriotism was shown, smoe tho identical 
money was available to the government, the only question bemg whether the 
company should funush it directly or through its bondholdeis. 
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ture in our mind’s eye the burning of the church mortgage. 
Corporations announce with pride that “with this payment, 
the company will be entuely free from debt ” It is common 
to find m financial newspapers and financial news tickers 
such expressions as “the retiremenji of the convertibles, it is 
felt, will put the stock in a very strong position,”® or “an 
announcement that trustees would buy, at not over 1033'^, 
$1,000,000 of the outstanding 6 per cent bonds of the Mer- 
chants and Miners Transportation Co. had a favorable effect 
on the stock of the company. This sold at 70 and was m 
good request at slightly undei this figure.”® 

Contract of mandatory redemption. — Having given the 
principal reasons for ledeeming, we may now turn to the 
financial processes involved in redemption. The provision 
in a mortgage or deed of trust giving the company the right 
to redeem may be outlined briefly. Usually, the company 
must redeem at an interest date or at some other fixed time. 
The purpose of this provision is to give the bondholder an 
opportumty to inquire, without constant worry, into the 
status of his holdings. The Seaboard Air Line Ry. First and 
Consolidated Mortgage 6’s, Series “A,” of 1945, are redeem- 
able on any interest date on sixty days’ notice, while the 
Convertible Debenture Gold 5H’s of the Associated Gas 
& Electric Company are redeemable on the first day of any 
month on sixty days’ notice. 

Notice of redemption is generally required, as is illustrated 
by the examples given in the previous paragraph. The notiee 
usually is given about sixty days before the redemption date, 
although it may run as long as ninety days or may be as short 
as two weeks. Sometimes a minimum, and maximum number 
of days’ notice is mentioned. For example, the Wilson & Co. 
convertible per cent debenim-es due 1947 are redeemable 
at any time on thirty to fifty days’ notice. In the case of 
registered bonds, the notice should be sent to the bondholder 
at his last known address. In any event, the contract should 
provide for newspaper publication and the newspaper should 
be mdicated. A typical pi’ovision is as follows' 


®A Dow, Jonos & Oo ticker aimounoement of the retircmont of Iiacka- 
wanna Steel bonds 

• BtHUmore Sum, July 26, 1917. 
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In case the Company shall desire to exercise such right to redeem and 
pay off such entire issue of bonds, it shall advertise in two daily newspapers 
of general circulation, one published in the Borough of Manhattan in the 
City of New Yoik and one published m the City of Chicago, Illinois, at least 
once a week for four successive weeks (the fiist publication to be not less 
than thirty days and not more than forty days before the date of redemption 
specified m such notice), staling that the Company has elected to ledeem 
and pay off all of the bonds and that on such mterest-payment date there 
wiU become and be due and payable upon each of said bonds at the financial 
agency of the Company in the Borough of Manhattan m the City of New 
Yoik the prmcipal thereof together with the premium as aforesaid and 
accrued interest to such date A similar notice shall be sent by the Com- 
pany through the mails postage prepaid at least thuty days prior to such 
redemption date to the registered holders of bonds whose addresses shall 
appear upon the tiansfei register Upon such advertisement of such 
notice the entiie issue of bonds shall become and be due and payable on the 
interest-payment date designated as tlie day of ledemption in said notice, 
together with the premium of five per cent on the principal thereof and all 
interest which shall have then acoiued and be unpaid.' 

Frequently, the issue is retirable only as a whole, except 
generally for sinking fund purposes, in which latter case, as we 
shall see, the company may retire each year enough bonds to 
use up its sinking fund payment. Sometimes less than all 
the bonds, but not less than a certain specified amount, may 
be redeemed at one time. Thus the provision for redemption 
in the mortgage seourmg the General and Refunding Mort- 
gage 5’s of 1942 of the Pacific Gas & Electric Co. permitted 
redemption in blocks of not less than $500,000.’“ Obviously, 
proper notice can be given when $500,000 of bonds is to be 
redeemed, whereas newspaper advertisement, for example, 
would be an extravagant detail in the redemption of a single 
$1,000 bond. 

The price at which the bond is to be redeemed is stipulated. 
Tbis may be par, although usually a premium is provided for. 
The Pacific Gas & Electric Co. bonds noted in the previous 
paragraph were redeemable at par when redeemed as a whole, 
though redeemable at 105 when redeemed in blocks. The 
premium may be graduated. Some examples of graduation 
will serve to illustrate the practice: 

The Ohio Electric Power Co. first gold 5’s, series due 1957 , 
are redeemable at 105 to June 1, 1937, inclusive, and there- 
after on any interest date at a price decreasing at the rate of 

pel cent yearly, to maturity. 

' From, Jones & Lauglilin mortgage See 0. W Gerstenberjg, “Mateiials of 
Corporation Finance," page 222 

The bonds were redeemed in 1937. > 
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Traction Terminal Corp. first mortgage gold 6's, due 1957, 
provide an increasmg redemption price The bonds are 
redeemable at pai up to July 1, 1937, at 102 thereafter to 
July 1, 1947; and at 103 thereafter to maturity. 

Sometimes the premium is made at one rate when the 
purpose is merely to get rid of the bonds and at a lowei rate 
when the purpose is to get an mvestment for the sinking fund. 
Thus, Baldwin Locomotive Works 5’s of 1940 are redeemable 
at 115, but at 1073^ for si nkin g fund purposes 

In the year in which bonds are redeemed, the excess of the 
redemption price over the sum of the issue price and the 
amortized discount becomes a deductible expense for Federal 
income tax purposes. For example, if company A in 1936 
issued bonds at 80 (that is, at $800), to mature in five years 
at 100, and for each of the years 1937 and 1938 set aside 
from earnings $40 to reduce the bond discount, and then in 
1939 redeemed the bonds at 105, it could claim as a deductible 
expense as to each bond redeemed, the difference between 
$1050 and the sum of $800 plus $40 plus $40, or $170. Under 
this ruhng, the net amount of bond discount in any case 
where bonds are issued at less than par should bo prorated 
over the life of the bond and a proper deduction from income 
should be mode each year before reporting to the government 
the corporation’s taxable net income. In the same way, if 
the bonds are issued at a premium, the gain should be pro- 
rated over the life of the bonds and an appropriate amount 
should be mcluded in taxable net income each year.® 

Technique of payment. — ^The money for redemption is 
usually deposited with the trustee. If the bonds are properly 
redeemed under a mandatory provision in the mortgage, 
interest ceases to run from the redemption date.® Since the 
trustee holds the money /or the bondholders and not adversely, 
the statute of limitations will not run on the debt if the bond- 
holders fail to make application for their money.“ For this 


* See Baldwin LocomoUvo Works v McCoach, 221 Fed 69, Vol. I " Amen- 
can Federal Tax Beporls,” page 460 

" See notice of redemption m C W Gerstenbeig, “ Materials of Corporation 
Finance,” page 336 

“ Usually a debt is outlawed in six years, or if owing on a sealed mstiument, 
in twenty years But where the money for redemption is turned over by the 
company to the trustee, it is no longer ‘‘owmg,” smee, as indicated in the text, 
the trustee holds m behalf of the debtor and not in behalf of the creditor 
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reason the later mortgages provide that after a certain number 
of years the money, if unclaimed by the bondholder whose 
bond has been called, shall bo returned to the company. In 
such event the debt would probably in most jurisdictions be 
outlawed in twenty years 

Disadvantages of redeemable bonds. — ^We have seen that 
interest ceases from the redemption date Thus a bondholder 
may lose interest on his capital before becoming aware of the 
icdemption of his bond. The bond is likely to be redeemed 
by the corporation at a time when prices and interest rates 
are low, that is, when the purchasing power of the dollar is 
high The bondholder who purchased at a time when mterest 
rates were high would be in an advantageous position if he 
could keep his bond during a period of declining price. This 
advantage is frequently lost by redemption. The greatest 
difficulty for the investor is the expense of reinvesting the 
funds, as well as the risk involved in finding a new security 
that will pay fair income and still be reasonably safe. If the 
bonds are redeemed at a time when investment funds are 
plentiful, it will be difficult to place the proceeds of the 
redemption at a high rate of interest. To offset these dis- 
advantages, the redemption premium is provided. Just how 
large the premium shall be is a matter to be determined by 
the company in providing a contract that it thinks will 
attract investors. If any rule can be laid down, perhaps 
it is that the premium should amount to one year’s interest, 
which would compensate the bondholder for a possible loss 
of interest through neglect to claim his money when the bonds 
are called, and would also give the bondholder one year to 
look around and find a good investment. 

Another disadvantage of the redeemable bond is the nui- 
sance of watching for notice of redemption. In practice this 
difficulty is obviated by investors who turn the care of their 
investments over to investment bankers who keep indexes of 
issues, as bonds are called, these bankers look at their index, 
turn in bonds whose numbers have appeared on the roll of 
called bonds, collect the redemption price, and reinvest the 
proceeds. The commission made on the latter part of this 
transaction is the compensation the banker gets for all his 
trouble. 

Redemption of serial bonds. — In the case of serial bonds, 
the provision for redemption frequently includes a clause for 
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the calling of bonds in the reverse order of their maturity. 
Thus the issue may provide that the last maturing bonds aie 
to be called fiist, at par plus a premium of 1 per cent for each 
year of the unexpired term. From the standpoint of the 
bondholder this arrangement would seem objectionable, 
since one who selected a later maturing bond evidently 
wished a longer term investment, while he who selected an 
eaiiy maturing bond was anxious to get his money back 
quickly. The company follows the practice, of course, in 
order to accelerate cancellation of the entire indebtedness 
Usually, the company pays a higher premium on the bonds 
redeemed longest before maturity Thus the Ameiican 
Fruit Growers, Inc., pays a premium of 1 per cent on redemp- 
tion of its 7 per cent serial convertible gold notes maturing 
withm five years, 2 per cent on those maturing in from five to 
ten ycais, and 3 per cent on notes maturing more than ten 
years after the redemption date 

Intercompany redemptions. — Frequently, a company 
guarantees the bonds of its subsidiaries but demands in 
return the right to redeem the issue. This provision is wise, 
since later it may be advisable to consolidate the compames 
and to refinance the new company under one large moitgage, 
the bonds issued under which will bear perhaps a relatively 
low rate of mterest. This low rate will be made possible 
because the new bonds will be well-known as part of a very 
large issue and will thus have the desirable investment (juality 
of marketability “ 


“ See Washington County Ry SJ-^’s guarani osd by tho Maine Central, and 
Houston, East & West Texas Ry 5’s> 6f 1933 



Chapter XVII 

SINKING FUND AND SERIAL BONDS 

Purposes of sxukmg funds. — A sinking fund, as the term 
is used m this chaptci, is a fund created from earnings for the 
purpose of reducing or retiiang bonded indebtedness Since 
the fund is frequently turned over to the trustee, it may be 
looked upon as a security held by the trustee for the benefit of 
the bondholders, and to the extent that the fund is invested 
“in the same issue,” it actually ceases to be a fund but 
amounts to a paitial extinction of the debt. 

Where the fund is created to take the place of “wastmg 
assets,” such as timber, oil, and ores, it is usually and more 
properly called an amortization fund ^ 

AU mortgages do not provide sinking funds. If a company 
has a business the demand for whose products is likely to 
endure indefinitely, a sinking fund will not be necessary, 
provided, of course, the value of the assets is kept up by proper 
repairs and replacements. Thus it is that the older railroad 
mortgages seldom contain provisions for sinking funds, since 
their bonds can be renewed indefinitely. It is customary to 
have sinking fund clauses in mdustrial mortgages, while such 
clauses for companies with wasting assets, such as mimng, oil, 
and timber compames, are absolute necessities ® 

1 The reader should carefully distinguish between a "xc&erve" and a “fund ” 
A fund IS an actual asset and appeai.s in the statement of the company among 
the other assets. To prevent its use lor any puipose othei than that for which 
it IS intended, it is "pioteotod by a reserve"; that is, on the habihty side oi 
the balance sheet a “sinking fund roseive” is set up This reseive diminishes 
the suiplus and pievents payment of dividends which otherwise might be 
distiibuted if the “fund” wcie “balanced” by the suiplus and not by a reseive 
If we set up a “reserve" foi pajmont of the bonded indebtedness without 
actually sotting aside a definite fund, the icsult is that the equity behmd the 
bonds IS thickened and mamtained While this equity — that is, the assets 
representing the excess of total assets over bonded indebtedness — cannot 
ordmaiily be used, in the foim in which it is found at the maturity of the bond, 
to pay off the mdebtodness, the thickened equity does serve to improve the 
ciedit of the company and to assure refundmg In other woids, wheie a 
reserve instead of a fund and a reserve is used, the obj eot usually is to “ refund ’ ’ 
instead of to "ledeem ” 

“ This book IS not the place to discuss the economic question of whether 
aU mortgages should contain sinking funds The viewpomt is assumed here 

276 



276 FINANCIAL ORGANIZATION AND MANAGEMENT 

Sinlcing funds were used in early railroad bond financing, 
but they went out of fashion during the railroad defaults at 
the end of the nineteenth century.® However, they have 
become quite popular again in coimection with industrial 
bonds. The advantages of sinking funds may be briefly 
summarized as follows: 

1. They tend to inspire confidence, since they give assur- 
ance that the obligation will be met before or at maturity. 

2 Even if the sinking fund is not sufficiently large to 
amortize the debt at maturity, the remaining debt can be more 
readily lefunded than could the full obhgation of the original 
issue. 

3. Sinking funds tend to improve the management of the 
company by requiring a definite amount of capital investment 
out of earnings each year. 

4. Since sinking funds are usually invested in the bonds of 
the issue they protect, a market is maintained for the purchase 
of the bonds and the bonds therefore will tend to sell on the 
open market at the redemption price. While this advantage 
primarily accrues to the persons who invest in bonds, the bene- 
fits will also be enjoyed by the company in the form of good 
credit rating. 

Difference between sinking fund and serial bonds. — Since, 
as we shall see, most sinking funds are invested in the bonds of 
the issue which they protect, a sinking fund bond is very much 
hke a serial bond — that is, a bond issued with others, all of 
which are to be retired in a series of groups.* In the case of 
the sinking fund bond, however, we cannot tell at the time of 
issue whether bond number 1 will be retired as a part of the 
investment of the first installment of the sinking fund or 
whether it will remain outstanding till final maturity of the 
whole issue. In serial bonds, on the other hand, we know that 


that capital is to be legaided as peipetual That it ia not so perpetual is 
well recognized If, however, a business is piopcily managed, capital can 
replace itself mdefimtoly out of its own piodiict But if oapiM is mefSoiently 
managed, it will disappear; the mismanagement may consist of unwise invest- 
ment or commitment, or moompetent uso by those to whom the commitment 
IS made. 

® “It came to bo realized that sinkmg fund accounts could be subject to 
manipulative tactics which would render them a souico of expense and loss 
of ciedit, rather than of moorae and confidence" L. Chamberlam, “The 
Prmciples of Bond Investments," page 86 

* Serial bonds must be distinguished from bonds designated as Senes 
“A," "B,” etc , that are issued under large open-end mortgages. 
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bonds numbered, say from 1 to 100, will mature in one year, 
those numbered from 101 to 200 in two years, and so on 

But this apparently slight difference is more important 
than it seems. We may assume two issues of bonds, each 
for ®1,000,000: one issue, which we call “A” bonds, is pro- 
tected by a sinking fund providing for the setting aside of 
$100,000 a year to be invested in bonds of the issue at par; 
the other, called “B” bonds, we may assume is a serial issue 
of the same amount, the series consistmg of 10 groups of 
$100,000 each, one group maturing each year. The “A” 
bonds would be regarded as a ten-year investment. If the 
company should neglect to set aside the $100,000 in any year 
for the sinking fund, the bondholders might not be aware of 
this fact, and if the trustee were lax, the entire issue might 
run to maturity without the protection of the sinking fund.® 
However, the bondholder of a serial issue knows definitely 
when his money should be returned, and if it is not forth- 
coming on the due date, he can enter immediate protest 
to the trustee. Thus it is that for bonds protected by assets 
of a restricted use — for example, railway rolling stock which 
necessarily must be exhausted and cannot well be kept up to 
original value by repairs — the serial form is moie likely to be 
used than the sinking fund 

One disadvantage of serial bonds is that where they do not 
sell at par, each group of the series must be sold at a different 
price to make a uniform yield In a very rough way, if a 
group of 6 per cent bonds maturing in one year sells at 98, the 
group maturing m two years will have to sell at 96 to give the 
same yield, for in each ease the yield would consist of 6 per 
cent of nominal interest and $2 a year thiough appreciation 
of the principal investment, which will be worth par at 
maturity. In practice, of course, the calculation is made with 
greater nicety. On the othei hand, by quoting diffeient 
prices for different groups of the series, the corporation is 
able to adjust both the price and the yield to the require- 
ments of the investment market. 

Sinking funds as supplementary to serial bonds. — It must 
not be thought that serial bonds cannot contain sinking fund 
provisions. Indeed, a moment’s thought will show how neces- 

® If the indenture undei which the bonds wcie issued conformed with the 
Trust Indentuie Act of 1939, there would be a piovision m it requi mg reports 
by the trustee to the bondholders which would reveal the failure of the cor- 
poration to make the sinking fund payments. See page 207. 
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sary the sinlcing fund may become. For example, the Long 
Bell Lumber Co. in 1907 got out a serial issue of $9,000,000, 
the groups for a number of years maturing in $300,000 lots 
semiannually, and thereafter m $325,000 lots semiannually 
But in a given year the company might cut considerably more 
timber in proportion to its entire holdmgs than is represented 
by the number of bonds maturmg in that year in proportion to 
the entire issue. Hence the mortgage of that company pro- 
vides that the company must deposit with the trustee $3 50 
per 1,000 feet, log scale, for all timber cut and manufactured 
mto lumber, as a sinking fund to retire the principal of the 
issue. Should the deposit exceed the amount of bonds matur- 
ing in any year, the tiustee is required to purchase or call for 
redemption, at a premium of per cent, the unmatured 
bonds to an amount sufficient to exhaust this surplus. To 
show how this provision works, we may give the status of the 
issue hi 1920: 

Authoiized . SO, 000, 000 

Outstanding , . . $ 089,500 

Retired by maturities . . .... 7,606,500 

Retired on aceount of excess out and lolease of land (March 10, 

1920) 404,000 

*9,000,000 

Voluntary sinking funds. — Sometimes sinking funds are 
started by corporations as a matter of expediency after the 
bonds have been running for some time. The setting aside 
of such a sinkmg fund as a voluntary proposition is usually 
regarded as a sign of strong financial position. 

In the annual report of the Central Leather Company for 
the year ended December 31, 1913, will be found this state- 
ment 

Your dueotors deem it desirable now that substantial provision? should 
be made towards the retirement of the outstanding bonds of your company 
at the date of maturity, April 1, 1925, and that a portion of the slumpago 
moneys (which represent timber cut and are not profits or available for 
dividends) should be applied to that purpose They have decided to set 
aside moneys at the rate of $750,000 to $1,000,000 annually out of these 
stumpage moneys to be aooumulated m a special fund and invested in the 
purchase of the Company’s bonds oi other equally high-grade securities as 
may from time to time be deemed expedient. It is contemplated that the 
income from these mvestments shall not he treated as a credit to the 
' general Profit and Loss account of your Company, but shall be regarded 
as a fecial depieoiation provision. 
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It will be noted that here tbe sinking fund is entirely 
gratuitous as far as the bondholders are concerned and that 
the company therefore may at any time discontinue it.® 

In 1917 the New Orleans Great Northern R. R. Co. 
announced that it would set aside 20 per cent of its annual 
net earnings m a voluntary sinking fund for the redemption 
of its 5 per cent bonds. 

Sinking fund as a consideration for change in bonds. — 
As a consideration for some concession, a sinking fund may 
be promised to bondholders holding bonds under a mortgage 
that makes no provision for a sinking fund. For example, 
the Philadelphia Company wanted to make its 5’s of 1949 
redeemable. We find, therefore, in the New York Times, 
March 6, 1917, an advertisement from which the following 
paragraphs are taken- 

At the suggestion of the bankers whose names appear below, the Phila- 
delphia Company, by appropiiate corpoiate action, has agieed that upon 
assent by deposit, on or before May 1, 1917, of at least 85 pei cent of the 
$6, .500,000 of the Philadelphia Company’s outstanding First Mortgage and 
Collateral Trust 5% Gold Bonds, due March 1, 1949, said Philadelphia 
Company will entez mto a Sinking Fund and Hedemption Agreement with 
the Provident Life & Ti-ust Company of Philadelphia, Trustee, winch shall 
provide as follows 

■ 1. For the creation of a sinking fund of 2 per cent per annum 

The Company will agree to pay to the Trustee a sum equivalent to 
2 per cent per annum of the piincipal amount of so many of the bonds of 
this issue as may be made subject to said Sinldng Fund and Redemption 
Agreement payable in annual installments on and after March 1, 1918, for 
the purchase and cancellation of bonds of this issue which shall have become 
subject to said Smking Fund and Redemption Agreement. Tenders of 
bonds will be requested by pubho advertisement. 

2. For the establishment of a callable price of and interest. 

In consideiation of the creation of ttie above Sinking Fund, the Com- 
pany shall have the right (a) to call by lot bonds of this issue which 
shah have become subject to the above-mentioned Agreement, for the 
Sinkmg Fund, at 107 and interest, providmg sufficient bonds shall not 
have been tendered in response to the Smlong Fund advertisement, (b) to 
call for redemption or purchase at 107)^ and inteiest, on thirty days' 
notice by public advertisement, all of the bonds of this issue which shall 
have become subjiect to said Agreement. In case the bonds are called 
as whole, they may be cancelled or kept ahve, ns the Company may elect 


" Commenting on this aiiangement, the WaU Street Journal for August 8, 
1917, said that it was “an indication of the conservatism of the management.” 
On December 81, 1922, this sinking fund amounted to $11,396,000 The issue 
was authonzed for $45,000,000, $24,848,750 of which was issued. 
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Except as above specified in paragraphs 1 and 2, the rights of bond- 
holders shall in no way be affected. The security for the bonds shall 
remain unimpaired 

The Company reserves the right to extend the time for the deposit of 
bonds, and also the light to declaie the plan operative m case less than the 
specified percentage of bonds shall have been deposited. 

The Equitable Trust Company of New York, as Agent for the Deposi- 
tary, will issue transferable receipts agamst the deposit of bonds, m trans- 
feiable form, and non-transferable receipts for bonds registered as to 
principal and not endorsed for transfer to bearei or accompanied by a 
power of attorney for such transfer. 

If the plan does not become operative, the bonds deposited, or an equal 
par value thereof, will be returned to the holders 

If the plan becomes operative, the deposited bonds and attached 
coupons will be stamped as bemg subject to said Sinlong Fund and Redemp- 
tion Agreement. 

Sinkiiig fund payments to begin in future. — The sinking 
fund liability is a charge that must be met before the profits 
of the year can be turned over to the stockholders as divi- 
dends. Frequently, a company will not find itself in a strong 
enough position to pay these charges immediately. The 
capital assets into which the proceeds of the bonds have been 
turned will not be immediately productive. The mortgage 
may provide, therefore, that payments need not be made till 
some time in the future, or until another sinking fund bond 
that has a prior claim on the earnmgs has been redeemed;® 
or it may provide that the directors may waive payment in 
the eai'ly years.® 

The two problems of sinking funds. — Granted that a com- 
pany decides to use a sinkmg fund, there are two fimdamental 
questions which it must answer before drafting its mortgage. 
The first question is. how shall the sinking fund be built up; 
and the second is; what shall be done with the fund? Many 
subsidiary points grow out of these two questions, but they 
are all mere variations of the same problem. 


Sinking fund payments of the Lake St. John Power & Paper Co Ltd , 
fiist dated July 1, ] 936, were not to begm till July 1, J940, 

’ The Jefferson & Clcaifield Goal and Iron Company agrees in its Second 
Mortgage 6’s, dated June 15, 1896, to bogm to set up a sinking fund as soon 
as its first mortgage is retired See also the Lackawanna Steel Company 5’a 
of 1950 

” The mortgage securmg the First Mortgage 5’s of 1931 of the Pensacola 
Electrio Company permitted the directors to waive the first five annual install- 
ments of the sinl^g fund. 
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Total amomit of sinking fund. — ^The first question will be 
determined somewhat by a consideration of how large the 
sinking fund must be at the time the bonds mature. To be 
sure, m most cases the sinking fund is so arranged that it will 
completely extinguish the bonded indebtedness at maturity. 
But there are times when it is planned that the bonded indebt- 
edness shall not be entirely paid off at maturity, but shall be 
refunded A i eduction of the mdebtedness, however, by 
means of a sinking fund, will insure the refunding piocess. 
Thus the Libby, McNedl & Libby Fust Sinking Fund Gold 
5’s, due 1942, contain a provision for a sinking fund that will 
be sufficient to retire 35 per cent of the issue by maturity. 
The Poor & Co. debenture 4’s of 1946 are protected by a 
sinking fund that will retire about 66% per cent of the issue 
by maturity. When the sinking fund is planned to approxi- 
mate, at maturity, the amount of bonds, the likelihood is 
that the difference between the total obligation and the 
sinking fund will be provided from the general surplus; that 
is, the sinking fund is made up mostly out of payments made 
in required amounts at stipulated times, and pai’tly out of 
payments held in the surplus from time to time 

At what rate shall the sinking fund grow? — Sinking fund 
payments may be set aside in amounts as follows 

1. Fixed annual amounts 

2. Smkmg fimd ai’ranged to constitute with interest on 
bonds a fixed annual burden. 

3. Installments of increasing size. 

4. installments, part fixed and part based on earnings. 

5. Variable arrangements for different series under the 

same mortgage. " 

6. Installments proportioned to number of bonds issued 
under present and prior mortgages. 

7. Installments variable with earnings but with fixed 
mimmum. 

8. Installments varying with profits. 

9. Installments varying with amount of depletion. 

10. Installments varying with amount of business. 

11. Installments conditioned on payment of dividends. 

12 Installments conditioned by current financial position. 

13. Payments from proceeds of sale of released property. 

The Reinuigton Rand, Inc smkmg fund foi its 4% per cent debentuies of 
1966 will provide for 60 per cent of the issue 
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14. Payments from exercise of stock pm chase warrants. 

15. Optional sinking funds 

16. Cumulative and non-eumulative sinking funds. 

17. Special funds for interest. 

1 F%xed annual amounts paid into tlie sinking fund. — The 
simplest foim of sinking fund is that which lequircs a stated 
amount to be paid into the fund each year The 3^4 per cent 
Series “D” of 1961 of the Inland Steel Company loquirc a 
payment of $700,000 to the tmstce, not in cash but in bonds 
of the protected issue at their face value. The Battle Creek 
Gas Co. issued some bonds in 1936 requiring a sinking fund 
payment sufficient to retire $10,000 principal amount of the 
bonds annually. The Dcbontuie Gold 5’s, 1953, of United 
Drug Co. require an annual flat payment of $750,000 to 
redeem bonds at a price not execedmg the redemption pi ice 
Provisions for fixed annual payments are not so common in 
large modern mortgages as vai-iable sinking fund payments, 
but they are still frequently found in small issues. 

2. Sinking fund payments arranged to constitute with interest 
an bonds a fixed annual burden. — Some sinking funds are so 



Effect of Retirement of Bonds Through Operation of the Sinking Fund on 
Annual Burden of the Issue 

arranged that the payments when added to interest on the 
bonds constitute a fixed annual burden. The theory on which 
such arrangements are based is that smee the company gets 
the same benefit from the borrowed money year after year 
during the life of the bond, the earnings of the company should 
each bear the same total burden — that total burden being 
made up of interest and of sinking fund requirements. 

Usually, as we shall see farther on, payments into a sink- 
mg fund ajre invested in the bonds of the issue which the 
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sinking fund is designed to protect “ The effect of this invest- 
ment IS to retiio the bonds and thus to decrease the anm ial 
burden of interest If the sinking fund payment remained 
fixed, the combined burden would gradually decrease, as is 
shown in the diagram on page 282. 

The disadvantage of this arrangement is that it places a 
heavy burden on the company’s earnings in early years at 
the time when the company is probably least able to bear it 

Modern mortgages, therefore, usually provide that as the 
mterest burden decreases, the smking fund burden shall 
increase proportionately. This effect may be brought about 



How Annual Burden of Issue May Be Kept Uniform by Increasing Smkmg 
Fund Instaltments as Interest Decreases 


in different ways. For example, the mortgage may read that 
to the fixed annual payment into the sinking fund there shall 
be added “a sum equal to the annual interest upon all bonds 
which have up to that time been purchased or called for 
payment by the trustee ” Sometimes the same effect is 
produced by providing that bonds purchased for the sinking 
fund shall not be canceled, but that the interest on them 
shall be paid to the trustee, who shall add such interest to the 
regular sinking fund payment. A simple arrangement is 
that of the Jones & Laughlin Steel Company’s mortgage 
which secured its 5’s of 1949 ; it provided that if 115,000,000 or 
less of the bonds is issued, the company shall pay into the sink- 
ing fund the difference between $1,000,000 and the interest on 
the outstanding bonds, whereas ff more than $15,000,000 is 
issued, the payment shall equal the difference between one- 
fifteenth of the bonds issued and the mterest on the outstand- 
ing bonds. 


“ See page 297 

“SeeC W Gerstenbeig,“Matenftl8of CorporatioiiFmaince,”pagesl83efae5 
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3. Sinking fund installments of increasing size . — Some 
examples of increasing amounts are as follows; The annual 
sinking fund payments for the protection of Otis Steel Co 
First Sinking Fund, series A, 43.^'s due 1962, range from $300,- 
000 in 1937 to $474,000 in 1960. Similarly, the Cumberland 
County Power & Light Co. first 3M per cent senes, due 1966, 
require an annual sinking fund payment of of 1 per cent 
of the outstanding bonds from October 1, 1937 to October 1, 
1946, inclusive, 1 per cent from the latter date to October 1, 
1956, inclusive, and IH pei cent thereafter to maturity. 

In open-end mortgages, since it is not possible at the time 
of the drafting of the mortgage to know whether and when all 
the authorized bonds will be issued, it is customary to state 
the annual sinking fund payment as a percentage of the total 
bonds issued. The American Ice Co. debenture gold 5’s, 
due 1953, provide for an annual sinking fund payment at the 
rate of 2H per cent of outstanding debentuies. 

The Brown Co. first sinking fund gold 5H’s, scries A, 
due 1946, require annually, beginning April 1, 1927, payment 
into the sinking fund of an amount sufficient to retire by 
purchase at an amount not exceeding redemption pi ice, or, 
if not so obtainable, by call at that price, the following amounts 
of bonds. $400,000, 1932-36, $600,000, 1937-41; $800,000, 
1942-44, and $1,600,000, April 1, 1945. Bonds may be 
tendeicd in lieu of cash 

Wheeling Electric Co. 5’s of 1941, dated 1911, began pay- 
ment in 1916, and required annually thereafter an amount 
equal to 1 per cent of the outstanding bonds, increasing H per 
cent each fifth year up to 3 per cent, and after 1930, in such 
years as the earnings are three times the bond mterest, the 
payment will be 2 per cent 

Associated Oil Co. 5’s of 1930, dated 1910, provided for 
a payment in 1910 equal to of fhe outstanding bonds; in 
1911, Kg; m 1912, Ks) and so on. 

The Pittsburgh Steel Co. 6’s of 1948 require the payment 
of a sinking fund for the $11,000,000 bonds issued in 1928 in 
the sum of $500,000 annually, payable $250,000 semi- 
annually. In case bonds in excess of $11,000,000 are issued 
later, the sinking fund payments will be increased $250,000 
per annum, payable, semiannually beginning on the sinking 
fund date next occurring one and a half years after the 
issuance of the additional bonds. 
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4. Sinking fund installments, part fixed and part based on 
earnings . — The following is an abstract made by the Standard 
Statistics Co. of the sinking fund piovisions of the First 
Mortgage 6's of 1922, dated 1912, of The Locomobile Co. of 
America. 

A sinking fund of $150,000 per annum became operative June 1, 1913 
Of this amount, $100,000 is obligatory and must be paid to the Trustee 
The remaining $50,000, oi any pait thereof, is only to be paid if earned If 
any part of the remaming $50,000 is not earned and paid during any one 
year, the unearned balance shall be added to the sinking fund of the follow- 
ing year, or yeais, to be paid as earned. If, aftei pioviding for mteiost and 
sinking fund on the Piist Mortgage 6% bonds, interest on the 0% Deben- 
tuie Bonds and 7 % dividends on the pieferied stock, any dividends aie 
paid on any class of stock other tlian the $1,500,000 prefened, the Com- 
pany shall pay an amount equal to one-half of such dividends to the 
Trustee, the money to be used to cieate a reserve fund of $250,000, and to 
mamtain the same as piovided in the mortgage After the reserve fund 
has been provided for, an amount equal to one-half of any dividends paid 
on any class of stock othei than the $1,500,000 prefened stock shall be 
paid to the Trustee, and used as a further sinking fund foi the pui chase of 
First Mortgage 6% bonds, or for new propcity or improvements of a 
permanent natuie The reseive fund will be available to meet interest 
and smkmg fund payments under the mortgage, if by any poasible chance 
ourient earmngs should be at any time insuthcient, but shall not be used 
for any other purpose without the consent of the bankers The money in 
the reserve fund is to be mvested m accordance mth the carefully guarded 
restnctions of the mortgage Bonds may be pm chased for account of 
the sinking fund by advertising for tenders at not over 105 and inteiest, 
but if not obtamable at 105 and interest or less, shall be diawn by lot 
AH bonds acquired by the Sinking Fund are to be cancelled foithwith 

The Hoberg Paper MiUs, Inc. First Convei’tible 5’s, due 
1946, have a sinking fund requirement calling for an annual 
payment equal to $25,000 plus 8 per cent of net earnings for 
the preceding calendar year. 

In some indentures the obligatory minimum payment is 
designated as a fixed sinking fund, and the payment based on 
earnings is called a contmgent sinking fund or an earnings 
amkiri g fund. The mdenture covering the Firestone Tire & 
Rubber Company Ten-Year ZH per cent debentures, due 
1948, provides for a fixed minimum sinking fund to retire 
$1,600,000 principal amount of debentures annually. The 
indenture also provides for an additional earnings sinking 
fund to retire annually either $1,200,000 piincipal amount of 
debentures or such lesser amount as may be retired through 
the application of a sum equivalent to 20 per cent of the con- 
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solidated net income for the preceding fiscal year. To the 
extent that retirements through the additional eainmgs 
sinking fund are less than $1,200,000 in any ycai, such 
deficiency is to accumulate and is payable in subsequent years 
The additional earnings sinking fund may be credited with 
dcbentuies redeemed other than through the sinking funds. 

5. Senen of bonds — Very often bonds arc issued in groups 
at different times to provide means for financing recurring 
demands Take the purchase of railway equipment as an 
example. Serial bonds are used for this purpose, but a rail- 
way will at one time have a number of series outstanding, each 



usually numbered with a letter of the alphabet. Thus, at the 
time of this wiiting, Southern Railway Co. has outstanding 
equipment obligations lettered “Y,” “Z,” "AA" “BB,” 
“CC," and "EE.” In cases of this kind, a fixed number of 
bonds may be retked annually, either by operation of the 
sinking fund or by vutue of serial matui-itie^, without placing 
an unduly heavy burden on the first years. The reason for 
this condition is that as bonds are retired and the burden of 
interest decreases on one issue, a new issue is brought out in 
which the mteirest burden is at a maximum. The above 
diagram illustrates the situation. The oblique lines AA', 
BB', and so on, represent the declining annual burden of 
serial bonds. The increasing distances from the base lino 
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to the line AB*'C"D"E" . . . Q" represent the increasing 
burdens of successive issues The horizontal line E"Q'' 
shows how the annual buiden of successive issues remains 
constant though the burden of each issue dechncs. The 
diagiam will be bettei undei stood if it is appiociated that on 
the veitical line BB", the distance between B and B" is 
equal to the distance between the base line and the point 
where the hne AA' ciosses the vertical line BB"] on the 
veitical lino EE", the distance between E and E" is equal to 
the sum of the distances between the base line and each of the 
points of intersection of the oblique lines A A', BB', CC, and 
DD' with the veitical line EE." 

6 Sinking fund installments proportioned to number of 
bonds issued under present and prior mortgages . — A provision 
that bases sinking fund payments on the number of bonds 
outstanding under the present and prior moitgages gives 
effect to the consideration that a bond is strengthened by 
decreasing the indebtedness that has a claim prior to it or 
along with it. Thus the Puget Sound Powcjr & Light 
of 1949, secured by an unlinuted open-end mortgage, provide 
a sinking fund of IH per cent per annum of all bonds under 
the mortgage and all underlying bonds outstanding. The 
Montana Power Co. had a somewhat similar but moie com- 
plicated provision in its mortgage securing the First and 
Refunding 6’s of July 1, 1943. The calculation was made 
not only on undei lying bonds of the parent company but on 
bonds of the subsidiaiy company as well. 

7. Sinking fund installments variable with earnings but with 
fired minimum . — ^Bonds that have sinking fund payments that 
vary for one reason or another, with a fixed minimum, recog- 
nize two principles’ (1) that the term of the bond is fixed 
and if the indebtedness is to be made up out of earnings during 
the Me of the bond, each year -will have to bear some burden; 
and (2) even if the company has no earnmgs, the passage of 
time is bound to tend to reduce by depreciation the value of 
the equity behind the bonds. Indeed, an abandoned property 
may and usually does deteriorate more rapidly than a used 
property, and it is wise, therefore, to reqmre some payment 
that may induce continuous operation. The Creameries of 
America, Inc , Debenture 5’s, due 1946, have a sinking fund 
caUmg for the payment semiannually of 5 per cent of con- 
solidated net earnings for the preceding fiscal year, or the sum 
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of $25,000, whichever is greater. In the First Gold 5’s, Senes 
A, 1962, of the Hudson Coal Co., the sinking fund is based on 
the amount of produce exploited, but an annual minimum is 
set. 

8. Sinhing fund installments varying with ‘profits — Some- 
times this arrangement is fairly simple. The Central Foundry 
Co. 5-year First Mortgage Convertible 6’s due 1941 call for 
annual sinking fund payments equal to 25 per cent of net 
income for the preceding year. The San Francisco & San 
Joaquin Valley Ry. Co. First Mortgage 5’s of 1940, dated 
1896, are protected by a sinking fund into which a percentage 
of net profits is required to be placed as follows 1916 to 
1920, 1 per cent; 2 per cent to 1925, 3 per cent to 1930, 4 
per cent to 1935 , and 5 per cent there^ter to maturity The 
sinking fund requirements of the First Gold 3^^’s of the 
New York, Chicago & St. Louis R. R call for a payment of 
$100,000 when net earnings exceed $900,000. 

Champion Paper & Fibre Co. debenture due 1950, 
call for retirement of $165,000 of debentures if consolidated 
net earnings applicable to dividends for the next preceding 
fiscal year have amounted to less than $1,300,000; $220,000, 
if such earnings have amounted to $1,300,000 but less than 
$1,600,000; and $275,000, if such earnings have amounted to 
$1,600,000 or more. 

9. Sinking fund installments varying with amount of deple- 
tion. — Where a bond issue is secured by what are termed 
wastmg assets — that is, assets such as mineral ores, oil, and 
timber, which cannot be replaced in kind and place — ^it is 
natural to regard the sinkmg fimd as the equivalent of the 
material that has been used up to earn the company’s income. 
It would appear, therefore, that the increase in the sinking 
fund should bear some relation to the rate of depletion — 
that is, the rate at which the material is used up. The 
Carhsle Lumber Co. First Gold 6’s, due 1945, call for the pay- 
ment into a sinking fund of $2 for yellow fir, $2 for red, $1 
for white, 50 cents for cedar, and $1, for hemlock, per 1,000 
feet of timber cut. The sinking fund of the Lehigh Valley 
Coal Co. First and Refunding Gold 5’s, due 1974, vaiies 
with the amount of depletion, but has a fixed annual minimum 

As was pointed out above, sinking funds used for piotoction against 
wasting assets aie called amortization funds. Sometimes a corporate charter 
will piovide that they shall be used to protect stock as well as bonds 
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payment. Thus, annually 5 cents per gross ton of anthracite 
of all sizes mined from land owned, operated or leased by the 
company, and sold commercially or used, but not less than 
$250,000, must be set aside for redemption of bonds. 

10. Sinking fund installments varying with amount of 
business — Where, as was pointed out m an earlier paragraph, 
the sinking fund payments are proportioned to the surplus 
eaimngs of the company, there is some relation between the 
size of the payments and the ability of the company to pay 
them Especially is this true where the s i n king fund is, as 
we shall point out in the next section, dependent for the 
rapidity of its growth on the surplus earmngs available after 
the payment of dividends. The more the company eains, the 
more it can appropriate for the retirement of bonded indebt- 
edness. But what IS to be said in favor of sinking fund 
provisions which provide that the payments shall be propor- 
tioned to gross income? The Ontario Power Co. of Niagara 
Falls 6’s of 1921, for example, were protected by a smking 
fund which required 25 cents to be set aside for each unit of 
electric horse power sold and paid for during the preceding 
calendar year. The United Fuel Gas Co. Series “A” 6’s of 
1936 were protected by a sinking fund mto which was to be 
paid m cents for each 1000 cubic feet of gas produced and 
sold during the pieccding year.^^ Smkmg fund provisions 
such as these simply force a company to efficiency in produc- 
tion. Where the period of the bond is very long, and conse- 
quently the amount to be placed m the smlcing fund each year 
IS very small, no harm will be done by such a requhement. 
But we saw during the period of rising prices following the 
World War how dangerous it is to load public utilities with 
burdens when gross income is quite certain to be stable and 
operatmg expenses likely to increase very rapidly.^® 

Related to sinking fund installments varying with the 
amount of busmess or with profits are installments varying 
with the price of commodities handled by the company. 


True, the mortgage set this latp, but also provided that the company 
need not pay at a gi eater late than was required to meet the principal mdobted- 
ness at matuiity 

“ From the standpoint of the pubhe, wheie rates aie being sot by a regu- 
latmg commission at a pomt where they will be as low as possible and still 
yield sufiicient to defray expenses and leave a fan return for stockholdeis, 
the smldug fund should hardly be permitted to giow more rapidly than the 
property which was procured by the bond issue wears out 
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The Cuban Dominican Sugar Co. had a sinking fund of 
$100,000 annually, beginning December 31, 1931, for its 
First Lien Gold 7 ^ 2 ’s, due 1944, provided the average net 
price per pound of sugar for the preceding ciop season equalled 
cents; foi any higher average net price for sugai up to 6 
cents and over, vaiying additional amounts up to $1,000,000 
were to be added to the sinking fund in accordance with a 
schedule specified in the agreement. The sinking fund provi- 
sion also stated that if production were less than 2,250,000 
bags annuallj'’, one-haK the amount as scheduled was to be 
paid, and if less than 2,000,000 bags were produced, no pay- 
ment was to be made.^*" 

11. Sinking fund conditioned on payment of dividends — 
Sometimes the sinkmg fund payment is either permitted to 
lapse enthely or to vary, if dividends are not paid on the stock 
of the company. Thus, the mortgage securing the City & 
Subuiban Railway First Gold 5's, due 1948, provides foi 
sinking fund payments of $25,000 per annum after pasrment of 
dividends of 6 per cent per annum on the capital stock 
Since the company never paid the dividends mentioned, no 
payment has ever been paid to the smking fund. 

Frequently, some provision is made for a stipulated 
sinking fund installment and a further payment is piovided 
contingent on dividends. Thus, in the case of the Adjust- 
ment Debentures of the Clucago Rapid Tiansit Co., if the 
company 111 any fiscal year pays a dividend of more than 
$834,000 on any class of stock not entitled to preference, 
payments to the sinking fund in addition to the legular 
requirement must be made in an amount equal to 30 per cent 
of such dividend payments. 

The sinking fund provision of the deed of trust which 
secured the First Mortgage 6’s of 1936 of the Southern Sierras 
Power Co , dated 1911, read m effect that, beginning January 
1, 1917, 20 per cent of the net eaimngs, after the tleduction of 
fixed charges, must be set aside as a smking fund to be applied 
to the purchase or redemption of those bonds at not ovei 105 
with interest. The deed of trust fm’ther provided that the 


I’ln a rofinanemg plan ojinounccd in August, 1920, this provision was 
substituted for the oiiginal plan, which called for fixed semiannual payments 
and additional payments eqiuvalont to 2S per cent of all dividends declared and 
paid on the company’s common and preferred stoek. The corpoiatlon was 
reorganized m 1932 as West Indies Sugar Corp. 
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company should not pay dividends on its capital stock in 
excess of 6 per cent per annum, unless at the same time it 
deposited with the trustee for the sinking fund a sum equal 
to the aggregate amount of any dividend so declared and paid 
in excess of 6 per cent, said payment into the sinlcmg fund to 
be concurrent with the pa 3 anent of said dividend. 

12. Installments conditioned by current financial position — 
Some sinking fund provisions seek to protect the corporation 
against the necessity for making payments while the com- 
pany’s working capital is weakened. Thus, each sinlcmg fund 
payment of the Hoberg Paper Mills, Inc. Convertible 5’s 
of 1946 IS reduced in amount or waived to the extent that it 
would, as of the close of the preceding calendar year, reduce 
the working capital of the company below $450,000. 

13. Sinking fund built up from proceeds of sale of released 
properties. — ^Almost all corporate moitgages contain clauses 
providing for the sale of unnecessary propeity free fiom the 
lien of the mortgage.^® The proceeds are usually to be 
invested in other property that will be covered by the mort- 
gage, or are to be given to the trustee to be invested as a 
sinking fund. Such sinking fund provisions are usually 
apphod to the proceeds from the sale of so-called land-grant 
properties of the older railroads, that is, propeities which 
were given by the State or by the United States as subsidies 
to help build the railroads An example will be found m the 
First Mortgage 4’s of 1949 of the Wisconsin Central Ry. Co. 
In 1918 the General Petroleum Corporation retired $900,000 
of its 6 per cent bonds, the entire amount then outstanding, 
by the sale of lands to the Standard Oil Company. 

14 Payments from exercise of stock purchase warrants . — 
With the use of the stock purchase warrant m connection 
with the sale of bonds, another method of building up sinldng 
funds has come into existence. We have seen m Chapter 
VIII that in order to check the increase in capitalization 
which would arise upon the exercise of stock purchase war- 
rants, some corporations provide that the funds received 
upon exercise of the piivilege shall be used for redemption 
purposes. The transfer of such funds to a sinking fund 


” Slandard Statistics Company’s bond card ' 

“See C. W. Gerstenberg, ‘‘Materials of Corporation Fmanoe," pages 
236-239. 
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accomplishes this result if the smking fund is invested in 
securities of the corporation. The Consolidated Gas Utihties 
Co. First Collateral Gold 6’s, Series “A/’ of 1943, provide 
that all moneys received from the exercise of stock purchase 
warrants which were issued with the per cent Convertible 
Gold Debentures, Series “A,” shall be paid into the sinking 
fund. The Larutan Gas Corp. applies 60 per cent of the 
proceeds received from the exercise of the stock purchase 
privilege, which accompanied the Sinking Fund Gold 6M’s, 
to the sinking fund protecting those bonds. 

16 OpUonal s%nk%ng funds . — Rarely is the amount to be 
placed in the sinkmg fund left to the discretion of the com- 
pany Such a sinkmg fund is of doubtful value to the bond- 
holders, since when it is most needed it is least hkely to be 
built up. 

Modern large limited open-end mortgages, as, for example, 
the mortgage of the Pennsylvania R. R. Co., dated June 1, 
1915, which provide for issues of bonds in “series,” each 
series to be varied as to interest, maturity, and the like by 
the directors at the time of issue, usually provide that any 
one or more series may be issued with or without a sinking 
fund. Such a contract should be clearly distinguished from 
the optional sinking fund, for in the latter the directors may, 
after the bonds have been sold, elect in any year to pay or 
not to pay a sum into the sinking fund, while in the former 
contract tho election to pay continuously or not to pay at all 
IS made before the bonds are issued. 

16. Cumulahve and non-cumulat%ve sinking funds . — Very 
frequently the sinking fund will fad to grow from year to year 
because of a provision inserted in the mortgage providing 
that if the fund cannot be mvested in bonds of the same issue 
at or below a certam price, the fund shall lapse or revert to 
the company. The Delaware River R. R. & Bridge Co. 3J^’s 
of 1946 are an example of this kind of sinking fund. 

Here the option to pay or not to pay is dependent not on 
the company’s ability to meet the smkmg fund installments, 
but on the possibility of finding the right kind of investment. 
There are mortgages, however, which provide that the pay- 
ment need not be made m bad years but must then be accumu- 
lated and made up in good years. For example, the Chicago, 
Milwaukee & St. Paul R. R Co. Convertible Adjustment 5’s, 
due 2000, provide that if the full payment of of 1 per cent 
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of the authorized principal amount of adjustment bonds is 
not made, the deficiency shall accumulate. 

The sinking fund of 1 per cent per annum to retire Series 
“A,” First Gold 5>^’s of the Cmcinnati Street E,y. Co , dated 
1927 and due 1952, is cumulative. The sinkmg fund pro- 
vision further requires that in 1940, if the franchise has not 
been extended to 1960, the company must, for so long as 
such extension is not made, increase smking fund payments 
sufficiently to retire all Series “A” bonds by the time of 
expiration of the franchise or maturity of the bonds, whichever 
is earlier. 

17. Speaal funds for interest . — ^It may seem illogical to 
borrow money and then “post,” or deposit, part of it to 
secure the payment of interest on the entire loan. Still that 
is just what is sometimes done. The Jamison Coal & Coke 
Co., for example, in 1912 issued $5,000,000 of 5 per cent bonds 
due m 1931, with a provision for a sinking fund of $300,000 a 
year. The company was required, by the terms of the mort- 
gage, to deposit $200,000, and to add to this sum $26,000 a 
year till $500,000 was made up. This fund held by the trustee 
was to be used to pay interest or sinkmg fund requirements if 
in any year the eammgs were insufficient to do so. If 
amounts were drawn from the fund for either of these pur- 
poses, they were required to be replaced out of earnings m 
future years. The result was a fund somewhat similar in 
purpose and organization to the “surplus capital reseive 
account” of protected preferred stock. 

Anticipating sinking fund provisions. — ^Frequently, when 
companies that have determined to eliminate bonded indebt- 
edness have years of exceptional prosperity, they anticipate 
the requirements of their sinking funds by one or more years. 
A provision in the deed of trust of the Remington Rand, Inc. 
Debenture 4>^’s, due 1956, permits the company to increase 
any smking fund payments and receive credit therefor in 
subsequent yeai's. In 1917 the Booth Fisheries Co. antici- 

The provision as to the accumulation of a fund out of eammgs seems 
defensible, emco the stockholders are asked to forego their profits to insure 
prompt payment of the company’s obbgation To be suie, from the stock- 
holders’ and corporation’s vievrpomt, the fund ought to draw interest equal 
to or greater than the interest being paid on the bonds But the payment 
down of the origmal $200,000 seems poor policy If the company cannot use 
that to very good purpose, it ought not to have been borrowed If it can be 
used, why handicap the company? 
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pated three years’ requirements. The same practice, it 
was reported, was followed by the American Can Company 
in the years of war prosperity. The tangible evidence of the 
company’s prosperity that this procedure gives is likely to be 
reflected m the maiket standing of its secuiities. 

Offsets to sinking fund requirements. — Since outstanding 
bonds enjoy an improved position whenever the indebtedness 
that has a prior lien or an equal lien is reduced, such a reduc- 
tion theoictically is the equivalent of a sinking fund for the 
junior or co-ordinate issue. For example, if issue "A” for 
$1,000,000 has a first lien on the property, and issue “B” for 
$2,000,000 has a second hen, as illustiated in the diagram 
below, “B” would be as much improved by a reduction of 
“A” through $250,000 paid out of earnings as it would be by 



Diagram Shovring Hov Aggregate Equity Is Increased to the Same Extent by 
Usmg Sinking Eund to Retire Sarher Mortgage as by Investmg 
Sinkmg Fund in Additional Property 


adding to the cqiuty $260,000 out of earnings. (See, however, 
the further discussion and diagram on page 302 ) 

Hence, deeds of trust frequently provide that payments 
into the sinking funds of prior mortgages are to be deducted 
from amounts required to be paid into the sinking fund of the 
mortgage in question, until the prior lien is extinguished. 
Such a provision is contained in the deed of trust covering 
the Remington Rand, Inc., Debenture 4J^’s, due 1956. 

By somewhat the same process of reasoning, sinkmg funds 
should be reduced whenever the bonded indebtedness is 
reduced. If, for example, the sinking fund requirement for 
“B” bonds m the above example is $200,000 a year, and if the 
bonds are convertible and one-half the bonds are converted 
into stock, the sinking fund ought to be reduced to $100,000 
a year. The mortgage securmg the First Collateral Gold 
6’s, Series "A,” of 1943, of the Consolidated Gas Utilities Co. 
provides that the proportion of the sinking fund attributed 
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to the Convertible Debentuie Gold Series “A,” of 

1943, which shall be released by the conversion of any bonds 
into class “A” stock shall bo applied to the sinking fund 
protecting the First Collateral Gold 6’s, Series "A.” 

Sometimes sinking fund payments are offset by waiving 
the right to issue an equal amount of bonds for property 
acquired. Idaho Power Co. First of 1967, provide that 
the company will annually deposit cash or bonds equal to 1 per 
cent of the outstanding bonds or will waive the right to issue 
an equal principal amount of bonds 

Most modern deeds of trust which provide that the sinking 
fund shall be invested m bonds of the same issue also provide 
that the company may make its payments into the sinking 
fund in whole or in part in bonds of the protected issue instead 
of in cash. 

Law of sinking funds. — Sometimes sinking funds are 
required by statute, usually for railroads or other public 
utihties, but in most cases sinking funds are established m 
pursuance to an agreement in the mortgage. The terms of 
such an agreement should be carefully drawn, especially in 
regard to the use of accounting teims; to avoid disputes, it 
should clearly define such terms as "net earnings,” "net 
quick assets,” and the like 

Where a default is made in respect to the sinking fund, as 
for example, where a payment is not made to the trustee as 
required, the mortgage usually provides that the trustee may 
make a demand on the corporation, which, if not responded to, 
paves the way for foreclosure proceedings. ““ If the trustee 
so desires, instead of foreclosing he may brmg an equitable 
action to compel the company to meet its sinking fund obliga- 
tion, Such action would be taken, of course, wheie the 
default was due not to inability of the corporation to meet its 
obligation, but to neglect or fraud. 

Waivers of sinking fund installments. — If the company 
cannot make its sinking fund payments, it may seek to get a 
tempoiary waiver of the requirements. Thus, in 1930, 
holders of Independent Brewing Co. of Pittsburgh First 
Gold 6’s, due 1955, agreed to suspend the sinking fund for 

““ Undei the Trust Indentme Act of 1930, the mortgage must provide that 
in case of default, ae defined m the indenture, the tiustee must act as a prudent 
man would act under the circumstances in the conduct of his own affairs See 
also footnote 5, page 277, and the explanation of the Act on page 207. 
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five years, and in 1936, enteied into an agreement modifying 
the sinking fund provisions. The waiver may be secured for 
some concession made to the bondholdeis by the stockholders, 
which concession operates against the lattei’s interests.®® 

How shall the sinking fund be invested? — The first 
problem in connection with the sinking fund, we saw, was the 
method of its creation and growth. We now come to the 
second main problem, that of its investment. In the fiist 
place, it should be said that in some cases the sinking fund 
is handled by the corporation, and in other cases the payments 
are made to the trustee who manages the investment The 
former method is used chiefly by industrials and pubhc 
utihties, and the latter by railroads. Sinking funds may be 
invested in* 

1. Government securities or securities of other companies. 

2. Securities of the same issue 

3. Other securities of the same company. 

4. An improvement fxmd 

6. A combination of the above. 

Sinking funds may also be left with the trustee to draw 
interest as a time deposit. 

The effect of each of these methods on the company and on 
the security may be briefly studied. 

Cash sinking fimds. — company ought not to store up 
funds drawing interest at a rate lower than that which it is 
itself compelled to pay for its borrowmgs. Hence sinking 
funds as cash deposited with the trustee are seldom foimd 
except where the cash provision is an alternative to some other 
form of investment which may not be possible at the time. 
Thus the 5’s of 1927 of the Columbia Gas & Electric Co. of 
West Virginia were protected by a smking fund consisting of 
pa 3 nments which were either to be left at interest with the 
trustee, used for the redemption of bonds at par, or invested 
in other securities approved by the trustee. 

Sinking fund invested in securities of other companies. — 
To this method of investing the sinking fund, many objections 
can be raised. The most obvious is that it entails taking 
money from the obligor company and turning it over for 
use to some other enterprise. Then there is always the 
question: when these securities ai’e to be turned into cash, 

»o Whether a waiver can be given by the trustee in any given case will 
depend on the power conferred on the trustee in the deed See footnote 19a. 
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what price will they bring'’ Indeed, if they are to be kept 
for a long maturity, many hazards to which the companies 
whose securities are being held aie heir may become real 
catastrophes, in which event the sinking fund will fall short 
of meeting the maturing indebtedness. To cope with this 
latter objection as far as possible, the mortgage usually 
restricts the investment to those securities which under the 
savings bank law of the State are legal investments for savings 
banks and trustees While these securities are more likely 
than most other secuiities to be of stable value, many of them 
will not be “gilt edge” then or even five years after the day 
they are selected. Moreover, they are in demand to absorb 
the large funds of insurance companies and savings banks 
and the interest rates they bear are quite certain to be lower 
than the interest which the company must pay on its own 
indebtedness. The Dallas Electric Corporation 5’s of 1922 
permitted the trustee to invest the sinking fund (if bonds of 
the same issue could not be obtained at 105 or better) in 
first mortgage bonds of street railway or electiic lighting com- 
pames doing business in the United States. Of course, while 
this wide discretion may be given in the mortgage, the trustee 
would be required to make a prudent selection and would do 
well to follow the somewhat well-defined restrictions of the 
law relating to “legals 

The mortgage securing the 6’s of 1943 of the Ontario 
Power Co of Niagara Falls (of Canada), dated 1903, provides 
that if bonds of the same issue are not obtainable, the sinking 
fund shall be invested in British Consols or m United States 
Government bonds.’*® 

Sinking funds invested in bonds of the same issue. — ^By 
far the most usual method of investing the sinking fund is in 


21 See C W Geretenbeig, “Matcnala of Coipoiation Finance,” pages 
447-454, for the law in New Yoik State Many publications have been issued 
designating the securities available as legal investments in the several States 
The State and City Section of the Commercial and Financial Ckiontcle publishes 
this infoimation 

•*2 Sec also Northern Pacific General Lien Mortgage Gold 3’s, due January 1, 
2047 (invostmeut to be made in bonds of same issue or in securities legal 
undei the Savings Bank Law of the State of New Yoik) 

22 The depiesBion m the market value of United States Government bonds 
and in British Consols which were outstanding from 1903 to 1913 is a good 
illustration of the fallacy of selectmg “Gibraltar" mvestments for sinking 
funds. 
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bonds of the same issue The advantages of the method are 
first, the sinking fund definitely aocomphshes its purpose of 
extinguishing the bonded indebtedness , second, manipulation 
which is possible where the sinking fund is to be invested m 
othei corporate enterprises is eliminated, third, the regular 
investment of the sinking fund provides an artificial demand 
for the bonds on the market and thus maintains the price 
The great disadvantage of this method is that it gradually 
naiTows down the maiket for the bonds and thus makes those 
that have not been chosen for early icdemption somewhat 
unmarketable. This disadvantage is to some extent offset 
by the fact that the constant demand for bonds for sinking 
fund purposes tends to mamtain the price of the bonds up to 
the redemption price. 

Usually, the mortgage will provide that the sinking fund 
shall be invested in bonds of the same issue obtained either by 
purchase on the open market or by adveitisement. If both of 
these methods fail, the securities are to be diawn by lot.®® 
The great advantage of this method of using the sinking fund 
is that it definitely uses the smking fund for extinguishing the 
debt and that the corporation gets about as much for its 
money as it has had to pay The fact that a company fre- 
quently has to pay a piemium for its own bonds is a disad- 
vantage, to be sure, but there are many companies which 
provide for the redemption of bonds at pai’.®“ Moreover, the 
premium is to be paid only when the bonds cannot be obtained 
at a lower price on the market, and when a piemiuni is paid, 

the company usually has the consolation of knowing that the 

( 

®‘A S Dewing gives the following statistical infoimaljon m his "Pinanoial 
Policy of Corporations," Third Revised Edition, p 685 

The various methods of providing foi the investment of sinking funds 
were found by Kielland to be apportioned as follows 



Bath oais 

Public 

UtMiea 

Indwattals 

Eoduire the purchase of bonds of same isauo . 

72% 

88% 

80% 

Permit bonds of difTereni issues of same ooipoiaiion 

9 

8 

1 

Permit outside soouiitics n 

9 

8 

1 

Permit iiivestmont m impiovements to piopeity 

10 

31 

2 

Not o\pUcit . < . 



13 


See the Jones & Laughlin mortgage in 0, W Goistenbeig, "Matoiials of 
Corporation Pinance," page 220, and sec %btd , page 336, foi illustrations of 
advertisement and notice of drawmg by lot 

The Southwestern Bell Telephone Co First and Refundmg 3l^’s of 1964, 
are purchasable at pai foi sinlong purposes, but redeemable otheiwise at 
lOTji to 1945, 106 to 1960, 102J^ to 1960, and then at par. 
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premium and the payment thereof are the effect and partially 
the cause of its good credit standing. 

Even where the right is given to purchase bonds on the 
open market, it is advisable to permit the company to call 
for bonds by advertisement. If the company goes on the 
market, its bids for bonds will be the signal for an upward tmm, 
but if it calls for bonds by advertisement, the market price 
may remain stable and bonds may be offered at a fraction of 1 
per cent above the market price. Thus all the bonds that 
are needed may be acquired at 100K> while by going on the 
market, the bonds may bo obtained at prices ranging from 
100 to 105, with an average of 102>^. 

Canceling or keeping alive. — ^After the bonds arc obtained 
by the trustee, they may cither be canceled or kept alive. If 
they are canceled, the company saves future interest pay- 
ments; if they are kept alive, the company continues to pay 
intei'est on them, which interest, of course, goes into the sink- 
ing fund and thus accelerates its growth. Many examples of 
either method of handling the bonds can bo found.” 

Registered bonds to be drawn after coupon bonds. — 
When an option is given to the bondholder to take his bond 
either m registered or coupon foim, the one who takes the 
registered form is hkely to be an investor who wants to put 
his bond away in a safe deposit vault with the fcelmg that 
his money is securely and safely invested To meet his wishes, 
mortgages sometimes provide that where bonds are to be 
drawn for the sinkmg fund, no registered bonds shall be called 
until the coupon bonds have been paid. Such a proA'ision, 
for example, was contained in the deed of trust securmg the 
ten-year collateral 6’s of 1918 of the United States Rubber 
Company. 

Price at which bonds are to be bought. — ^The price at 
which bonds are to be bought or drawn is usually stated. This 
may run, as has already been mdicated, from pai’ to a pre- 
mium sometimes as high as 110. 


” The ao-callod sinking fund tables are built upon the principle that the 
sinking fund is invested in bonds of the issue and that they are kept alive 
These tables tell how much is neoessaiy to bo set aside peiiodically with mtercst 
to yield one dollar at the end of any numbei of periods See C E Spiaguc, 
“Accountancy of Investment,” and for an example taken from this book, see C 
W Gerstenbeig, “Mateiialsof Corporation Finance,’ ’ pagel024 Seealsoihzd , 
page 1023, foi a calculation taken from H Lyon, “Capitalization,” page 163 
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The First Mortgage 5 % Gold Bonds, Series A, of American 
Smelting and Refining Company call for a sinking fund of I 34 
per cent of the outstanding bonds for purchase of bonds at 
prices not exceeding 105. To the extent to which purchases 
of bonds cannot be made at or below this price, the unapplied 
moneys in the sinlong fund at the end of each year are credited 
to the company on the next year’s sinking fund installment 
Sometimes, instead of naming a puce that will hold 11 respec- 
tive of the relation of the redemption date to maturity, the 
more scientific method is used of providing that the bond 
shall be purchased to yield a certain per cent, usually 1 per 
cent below the no min al rate of the bond. Thus the ten- 
year 7’s of 1929 of the Anaconda Copper Mining Co. were 
protected by a sinking fund which provided for investment 
in the bonds to yield not more than 6 per cent. The price 
at which the bonds can be bought may be left by the mortgage 
to the future decision of the company and the trustee. 
For example, the mortgage of the Bay Counties Power Co. 
securing its 6’s of 1930 provided that the sinking fund should 
be used to redeem bonds at a price to yield not more than 
4 per cent or at such higher price as the company and the 
trustee might agree upon Since the use of the sinking fund 
to purchase bonds at varying premiums may result m the 
calculations going somewhat awry — ^that is, the sinking fund 
may have been calculated to meet the indebtedness at par — 
the mortgage may provide, as it does in the case of the Salmon 
River Power Co 5’s of 1952, that if bonds are purchased at a 
premium, the sinldng fund shall be increased to the aggregate 
amount of such premium. 

Sinking funds invested in securities of the same com- 
pany. — Smee the retirement of a prior hen helps the security 
of the bonds, a sinking fund may very well be invested in 
bonds of the same company, provided, of course, they enjoy a 
prior hen One great disadvantage of the investment of the 
sinking fund in bonds of the same issue is that as the bonds 
are retired, the market narrows for those bonds which remain 
outstanding and they lose that essential quality of an invest- 
ment security, marketability. To avoid this difficulty, 
modern mortgages, especially in the case of railroads and 
public utilities, provide that the investment may be made in 
bonds secured by a prior mortgage. Thus, the mortgage 
securing the 5’s of 1962 of the International Railway Co. 
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provides that the sinking fund shall be applied to the extinc- 
tion of prior hen indebtedness.*® There would be no advan- 
tage in the investment of the sinking fund in subsequent 
liens. 

Rivestment of sinking fund in improvements. — Some- 
times it is provided that the sinking fund shall be invested in 
improvements in the company.*® This is tantamount to 
saymg there shall be no fund at all, for a fund is a definitely 
ascertainable asset easily convertible into cash for a definite 
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A X Y 


Diagram to Show That the Security Behind Bach Bond Is Greater When 
Sinkmg Fund Is Invested in Bonds of the Same Issue Than When It Is 
Invested m Additional Property 


purpose. What this so-called sinking fund really does is to 
increase the equity behind the bonds. N or must it be believed 
that this has the same effect on the bonds as an equal reduc- 
tion of the bonded indebtedness. If company A in the above 
diagi’am has a mortgap of $10,000,000 on a $22,000,000 
property and seta up a sinking fimd of $2,000,000 out of earn- 
ings, the effect may be as in case X, where the fund is invested 
in improvements, or as in 7, where it is invested in bonds of 
the issue. In A, each $1,000 bond is protected by $2,200 of 
property, m X (improvement fund method) , by $2,400 of prop- 
erty; but in Y (sinking funds invested in bonds of same issue), 
by $2,750 of property. 

For this reason, the method of investmg the sinking fund in 
improvements is generally used only as an alternative to some 
other method, in cases where the other method cannot be 
followed For example, it may be provided, as in the case of 
the Duluth Superior Transit Co. Fust 5's, due 1963, that 
part of the fund, in this case one-half, may be used for addi- 


M For discussion of effect of conversion m narrowing the market, sec page 265 
A fund of this kind is sometimes called a maintenance fund, 
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tious and bettermentis to the property, but that the rest must 
be used to redeem bonds of the same issue. 

Sometimes the mortgage piovides an improvement fund 
either in addition to the sinking fund or as a substitute for it. 
This fund is for the purpose of insuring the sustained value 
of the pioperty securing the bonds. The New Yoik Steam 
Corporation First Gold 6’s, Series “A," due 1947, are pro- 
tected by a sinking fund as well as by an improvement fund. 
The provisions of the mortgage of the Monl.ana Power Co. 
securing the First and Refundmg 3M’s series, due 1966, are 
inteiesting, and their operation is described by Moody’s 
“Manual of Investments” as follows* 

So long as any of the 1966 seiioa bonds are outstanding, the oompany will, 
on or bcfoie Jan 1 of oaoli year beginning 1938, dclivei to Trustee (a,) an amount 
in oaflh (oi, m lieu thereof, 1966 series bonds at the piincipal amount theieof) 
equal to 1 per cent of the greatest principal amount of 1966 senes bonds theieto- 
foie outstanding and (b) an amount m cash (or, m heu thereof, bonds of any 
series at pimeipal amount theieof) equal to of 1 pel cent of the greatest 
pnncipal amount of 1966 bonds theretofore outstanding, provided, however, 
that there shall he ci edited agamat cosh payable under (b) above (i) the cost 
01 then fair value, whicbovei shall hc'Ioss, of piopeity additions or subsidiary 
property additions, (2) cost or fair value, wluchevoi is less, of any property 
additions oi subsidiary additions which at any time shall have lioen made the 
basis of the withdrawal of cash and which the oompany sh.ill eloot to make the 
basis of a oiodit against smkmg fund payments; (3) aggiogato pnncipal amount 
of bonds which the oompany is then entitled to have dclivoied under any of 
the provisions hoieol, and (4) the amount of cash withdiawn as piovidod All 
cash deposited puisuaut to (a) above is to bo applied to the purchase of scries 
1966 bonds at not exceeding redemption pnee theieof Any cash deposited 

pursuant to (b) above may bo withdiawn, used or applied as provided 

Taxability of profit made by repurchase of bonds. — We 
have indicated that corporations sometimes purchase bonds 
in the open market to meet sinking fund requirements. We 
have also shown that corporations somelmics purchase their 

“ Many companies piovide that the improvement method shall be used 
where the bond mve&tmont method cannot be used because no bonds aie avail- 
able. In such oases the oompany does not believe it expedient to pxovide for tho 
redemption of the bonds by lot But m a number of oases the improvement 
method is open to the company as an alternative that may be selected in 
prelerence to other methods of investing tho smlang fund See the 6’s ol 
1943 of the Indiana Eadways & Light Company. In this connection, the smk- 
ing fund provisions of the 6’s of 1951 of the Denver Gas & Electric Light 
Company are intorostmg, since besides bemg somewhat complex they obviate 
some of tho ob] 0 otious to the improvement fund method of mvostment — 
that tho smkmg fund when invested in bonds grows at the rate of 1 per cent 
of the outstanding bonds per year, whereas when the investment is made m 
uupiovoments, the rate is 2 per cent. 

See page 268. 
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own bonds with cash available for investment purposes and 
redeem the bonds acquired before maturity. Where a 
coiporation has issued its bonds at a certain price and has 
paid less than that price for them in a subsequent lepurchase, 
the difference between the issuance price and the repui chase 
price IS income taxable under the Federal income tax law, 
unless the corporation establishes that it was in unsound 
financial condition at the time of the repurchase.®* 


““ U S V Knby Lurahei Co , decided by the Supreme Couit of the United 
States, Novembei 2, 1931 The exception noted foi corpoiations in unsound 
financial condition -was added to the lutcinal Hevonue Code hy the Uevenuc 
Act of 1939 and applies to any seountv issued hy any such corpoiation in 
existence on Juno 1, 1939 The pinvision docs not apply to any icpuichaso 
occuning beiore June 29, 1939, oi m a taxable year beginning after Dec 31, 
1942 



Chapter XVIII 
CAPITALIZATION 

Original style of capitalization. — Partnerships and individ- 
ual proprietorships do not have the problem of capitalization 
which arises in forms of organization issuing shares of owner- 
ship. CorporationSj business trusts, and joint stock com- 
panies have the problem in. very complicated form. Not only 
is there the question of the original amount of capitalization, 
but there is also the question of the kind of capitalization; 
then, too, as the company grows and needs more capital, this 
question is constantly before the managers I'^hat form and 
what amount of securities shall be issued to those people from 
whom the new capital is obtained? v 

When a new business is being organized, bonds ordinarily 
' will not be used, though in the case of public utility companies 
and railways, in which large sums are used to acquire tangible 
property future earnings of which can be quite accurately fore- 
told, bonds may be used in order to minimize annual charges. 
Purchasers of bonds buy safety and forego the expectation of 
large income. Bonds should never be used unless estimated 
earnings will give a factor of safety of at least 100 per cent; 
moreover, where bonds are used, the estimates of capital 
needed and the amount of funds actually raised should include 
a liberal amount to pay interest on the bonds during the 
period of construction. 'While industrial and mercantile 
companies should not undertake at the outsef the burden of 
jBxed charges, relatively small concerns usually reduce the 
amount of funds required from the general public by acquiring 
tangible properties subject to ordinary real estate mortgages. 

If a new concern is to finance itself principally through the 
issue of stock, various forms of stock may be used to represent 
the different iuterests of the owners. '^The promoters will 
generally take the common stock, representing, as it were, the 
residual claim on earnings. The promoters show their faith 
by standing back in this way, and if the enterprise becomes 
very profitable, their foresight and faith will reap the reward 
they deserve. To outsiders, preferred stock may be offered. 

304 , 
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If the promoters wish to keep control, they may make the 
preferred non-votmg. If, to make the preferred stock attrac- 
tive, the holders are given the right to participate in the 
earnings,^ the redemption feature may also be included to 
nd the company of the preferred stock when earnings become 
large and stable. To make the preferred salable to those who 
insist upon some assurance of income, such features as the 
protection fund and cumulation of airearages may be added. 
If earning capacity is doubtful, these contingent charges 
should not be included in the agreement made with the pre- 
ferred stockholder, for while the right to cumulative dividends, 
for example, seems a very innocent provision, large accumula- 
tions of arrearages may become troublesome. If market 
conditions require the inclusion of speculative features in 
senior issues, the preferred stock or bond may be made con- 
vertible, or be issued with common stock purchase warrants. 

Selection of securities to vary control, income, and risk. — 
In describing the different forms of securities in preceding 
chapters, we pomted out their attributes and the circum- 
stances under which securities with such attributes should be 
used. Here we may review briefly the principal fo.rms of 
securities, arranging them as they serve the purpose of varying 
^he control, the income, and the risk of the .security holders. 
With such a catalogue of securities as this before him, the 
promoter of a new enterprise and the diiector of an expanding 
old enterprise should be able to make intelligent selection 
under varying circumstances. 

I. Securities arranged in order as they restrict the right of 
control. 

1. Non-voting stocks. 

2. Bonds (their holders have the ultimate control of 
foreclosure). 

3. Preferred stock and income bonds that are to vote if 
holders do not receive income. 

4. Bonds convertible into stock. 

6. Vetoing stocks. 

6. Voting stocks. 


t Seo page 672 for participation in cammgs by way of an option to take 
dividends m cash oi common stock, as a feature to make preferred stock 
attractive 
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II. Securities ai ranged in the order of potential claims to 
increasing amount of mcome. 

1. Non-participating preferred stock. 

2. Income bonds. 

3. Ordinary bonds. 

4:. Bonds convertible into stock. 

5. Profit-sharing or participating bonds. 

6. Common stock. 

7. Participating preferred stock.® 

III. Securities arranged in the order of safety of principal. 

1. Stocks not preferred as to assets. 

2. Stocks preferred as to assets. 

3. Sinking fund, redeemable stocks 

4. Debenture bonds. 

6, Debentures to be piotected by future mortgages, if and 
when executed. 

6. Adjustment bonds.® 

7. Junior mortgages.^ 

8. General refunding mortgages to take up prior liens. 

9. Senior mortgages. 

Nominal stock capitalization. — ^When a company is organ- 
ized, how much stock should be issued? This problem arises 
in its most complicated foim where a company is to take 
over operating properties, or is to issue its securities for 
property difficult to appraise, such as a mine or a patent. 

For public utihties and railways — companies enjoying 
monopolies against which the public must be protected by 
rate-making bodies — ^the nominal capitalization should equal 
the actual investment of the stockholders. If a public utility 
were thus capitalized, rates could be practically regulated by 


“ The effects of the cumulative feature and of the protective fund should be 
kept in mind. 

’ Adjustment bonds are usually secured by moitgagos containing a “sub- 
ordination clause," that is, a clause which provides that at any tune in the 
future the company may issue bonds secured by a mortgage whose lien will 
be superioi to that of'the adjustment issue. 

*In placing mortgage bonds an important question is: what property 
secures them? Legal pnoiity alone does not fix their status as safe or speovda- 
tive secuiitics A bond with a sinking fund in addition to a mortgage may be 
considered safer than one without a sinking fund. So, too, a moderately 
teimed bond may be considered safer than a long term bond, other things 
bemg equal, for the company Will always have to keep m mind the obligation 
of redeeming or lefunding. 
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controlling dividends. If rates were so high as to yield more 
than a reasonable dividend on the stock, the excess could be 
kept in the company and used to extend the company’s 
property and improve it — all to the advantage of the consum- 
ing public. To be sure, if this practice were permitted to be 
carried too far, one generation of consumers would pay the 
way for succcedmg generations; moreover, the practice would 
open the way to unprofitable expansions.® 

'industrial and mercantile concerns should capitalize on a 
basis of earning power.'' The most convincing argument, it 
seems to us, to justify this basis of capitalization, is that it 
recognizes the fundamental tiuth that a business is a profit- 
making entity and that it is worth what it will earn.® yf 
stock is issued to an amount in excess of capitalized actual 
earning power of the company, the company is said to be 
overcapitahzed and the stock is said to be “watered.” Thus, 
if upon orgamzation of the corporation the earnings are over- 
estimated, or the rate at which the earnings are capitalized 
is too low, the company will prove to be overcapitalizcdjl 
For example, suppose it is estimated that the corporation will 
earn $160,000 annually and that 5 per cent is a fair ratio 
between the earnings and the cost of the busmess; the earn- 
ings capitalized at 5 per cent will give a capitalization of 
$3,000,000. The corporation wiU issue stock in that amount, 
with par value or without par value, but with a stated value 
of $3,000,000, for property, cash, or services. The considera- 
tion which the company receives for this stock will appeal m 
the balance sheet as the assets of the company If it should 
develop that the corporation can earn only $100,000 annually, 
it IS immediately evident that there has been an overcapital- 
ization. At 6 per cent, the correct capitalization would be 
$2,000,000. Moreover, in an abnormally optimistic market, 
at which time the securities may have been issued, a rate of 
capitalization as low as 5 per cent may have been sufficient 


'The question of valuing tho stockholders’ mvpstinent in publie utihties 
IS not touched upon in the text, for tho author feels that it is too laigo to be 
treated here oven in outline See R. H Whitten, "Valuation oi Pubho Service 
Ooiporations ’’ 

•Hartley Withers, in his “Stocks and Shaies,” repeats the story told by 
Boswell of Dr Samuel Johnson’s statement when asked to give hw opmion 
of the real value of the Thrale brewery. Dr Johnson’s answer was, “We 
are not here to sell a parcel of boileis and vats, but the potentiahty of growing 
rich beyond the dreams of avanoe ’’ 
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to induce investors to buy, whereas when the market bubble 
bursts, it will hkely appear that companies circumstanced 
such as the one under consideration cannot command capital 
at less than 8 or 10 per cent. Even if such a company could 
earn $150,000 annually, its capitalized earnings would warrant 
an issue of stock of not more than fiom $1,500,000 to $1,875,- 
000. Whether the overcapitalization arises from overestimat- 
ing earnings or from capitalizing correctly estimated earnings 
at a too low rate, the result will be the same. The stock- 
holders will not receive the dividends they have been promised, 
and the stock, whether it be with par value or without par 
value, will fall below the purchase price, 

The use of stock without par value seems an attempt to 
solve the problem of watered stock by ignormg it. But the 
problem cannot be ignored At some place in its records the 
company must value its assets and also must set up a capital 
account in which the capitalized value of the assets will 
appear. This is true because the company must distinguish 
between its capital and its surplus for the purpose of measur- 
ing what is to be available for dividends. It is a fact that 
when non-par stock is used, stockholders and creditors are 
not misled by a fictitious statement of value printed on a 
stock certificate; they are, however, none the less misled if, 
when they come to analyze what they are about to purchase 
when they are considering an investment in the company, 
they find m the balance sheet a capital account which is 
made up largely of assets that have been written into the 
books at excessive values.® 3^ 

Disadvantages of undercapitalization.^^(^he disadvantages 
of overcapitalization are greater than those of undercapital- 
ization^ if for no other reason than that undercapitalization 
may easily be remedied by writmg the intangible asset 
"goodwill” into the balance sheet and distributing the result- 
ing surplus through a stock dividend.® A company that is 


1 0vercapitabzation of earnmgs occurred m many cases duiing the period 
of prosperity from 1924 to 1929. One of the reasons for this oveioapitahzation 
was that great competition among inyestment houses for issues of successful 
corporations had caused them to pay too high a price for properties. 

* See David L. Dodd, "Stock Watenng," pages 303 et aeq 
’ A simple remedy to reduce the pnee of stock, without changing capitaliza- 
tion, IS to spht up the shares and reduce the value of each shaie m accordance 
with the rate of Ihe spht-up This may be done, m the case of par value shaies, 
by reducing the par value and exchanging one share, let us say of $100 par 
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undercapitalized ought ali^ays to follow this practice, for 
its stock ordinarily will not sell at its full value. Moreover, 
since the stock will sell well above par, it will be subject to 
wide fluctuatio ns in value on the market. Because under- 
capitalization makes a company appear to be making, profits 
at an exceptionally high rate, c omp etition will be encouraged, 
employ ees are l ikely .to become' disgruntled, _ customers may 
s eek pi’ice'reductions.., and the pubhc may be induced to 
i nyok^ the regulatory powers of .goyernnie^t. Perhaps it 
should He s”aid in passing that undercapitalTzed companies 
operated at a disadvantage in this coimtry durmg the years 
1917 to 1921, when the Federal excess profits taxes were in 
force. Cyndercapitalization results in a higher excess profits 
tax under the present law (Internal Revenue Code, Sections 
600-604), but m a lower capital stock tax. See footnote 22 
on page 178. 

value, foi fom ehares with a par value of $25 each Or the shares may be 
changed from par value stock to non-par value stock and a certain number 
of nun-par shares be issued for each share of par value stock In the case of 
non-par stork, a leduction in maiket value is accomplished by a split-up or 
by the declaration of a stock dividend 

At the time of the nsing security market of 1927, 1928, and 1929, many 
corporations split their shaies m amounts rangmg from ^to-1 as high as 
6-to-l While this move seemed expedient at the moment, later developments 
showed that the stop was not entirely well taken The Weekly BuUeltn of 
Ernst & Ernst, for June 23, 1931, oontams the foUowmg mterestmg discussion 
of stock spht-ups 

An analvuB by Ernet & Ernbt of all of the 1297 issues of oommon and prefeired stocks hated 
on the New York Stock Exchange as of June 2, 1931, shows that 477, or about 87 %, had quota- 
tion) undei $15 pei shara, and that 354, oi 27%, weie seUmg undei $10 per sbaie These 
figures suggest the picbabihty that there wore many oasos where, due to the extreme drop m 
market prices, shoies possessing considerable merit had to be liquidated because of the fear by 
the owner that bia loans would be oallod or additional collateral lequirod at a time when he 
could not furiush it Although Uie policy of the banks has been somewhat modified recently, 
the general attitude of holders of low-piioed securities is one of considerable doubt, due to the 
fact that Bomehow or othei the low-puced shares may not be considered as good oollnteral 

In addition to tho forced selling which is due m part to the present position of the spht-up 
stocks, theio 18 also another question, gi owing out of tho mounting costs of issuing stock certif- 
icates, with then signatures, registrations and other foimahtire Furthormore, taxes in a 
number of states aro lesied on the basis of eharos issued, and not on market or book values 
It has been notable over many decades that where foiced reorganisations of oompames have 
taken place, the total shaics issued havo been reduced in more cases than they have been 
enlarged The payment of dividends and the earmngaper share on a reduced number of shares 
outstanding would reflect Urgei unit figures, and this might appear more favorable if there 
were some net pioflt for the common stock, or more unfavorable if there were a loss for the 
common 

It has been geiici ally understood that whpi e theic is a lesser number of shares outstanding 
for a given coipozation, the piice fluctuations due to market trading are more lapid, but rela- 
tively smaller in i elation to the unit value, than where there is a larger number of shares with 
low umt price The balancing of this situation by estabhsbing tho unit value of a corporation's 
shares at a point where the beneiiis of wide stock ownership will be retained, and where at the 
same time tho unfavorable featuies of too low unit values will be removed, is a problem which 
some corporation and flnancial executives will be lequirod to study closely in ensuing months 

“ The intention of this tax was to place a burden on war profits Profits 
above a certain rate on the investment were taxed at rates inoreasmg with 
the increase of profits. Obviously it was to the advantage of a company 
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Disadvantages of overcapitalization. — The dangers of over- 
capitalization have been explained at great length by a 
number of economic writers,^^ Hero we shall merely sum- 
marize these alleged dangers.*^ 

I. Disadvantages to the corp orati on- , 

1. A company whose stock is watered and sells below par 
will have relatively poor credit standing. 

2. Such a company will have difficulty in raising new 
capital funds. This disadvantage is not so impoitant now 
that the use of stock ivithout par value is permitted. A new 
issue of stock without par value has often proved a blessing 
to a company whose old shares sell below par, 

3. Watered stock encomages payment of unearned divi- 
dends 

4. It also leads to neglect of depreciation and other 
reserves. 

5. As a consequence of all the above faults, unwieldy 
debts are likely to be incurred. 

6 A laige capitalization involves payment of a large 
organization tax; in some States the annual franchise tax is 
based on the amount of outstanding stock. 

II. Disadvan^£es_to 

1. Overcapitalization tends to raise the price and to 
reduce the quality of a company's products. 

2. Undue pressure may be placed on the operating heads 
to keep down wages, and the appearance of sttiall profits may 
give the company an advantage in the settlement of labor 
disputes, 

to state its invested capital as high as possible in order to rainimize the late of 
profits To get at the rate of profits it was necessary to fix the investment m 
accordance with the following definition 

“The mvested capital of a eorpoiation includes, goneially speaking, (a) 
the cash paid in tor stock, (b) the tangible propeitv paid m for stock, (c) 
the surplus and undivided profits, and (dl the intangible property paid m for 
stock," with certain adjustments (Internal Revenue Depaitment, Regula- 
tions 62, Section 831.) It would seom, thciefore, that intangible pioperty, 
such as patents and goodwill, could not, under the old Excess Piofits Tax 
Acts of 1917, 1018, and 1921, be mcluded m invested capital unless paid for 
in stock. 

*‘SeeR T Ely, “Outline of Eeonomios”; C R Van Hise, “Concentration 
and Ooutrol’L Jonks and Olaik, “The Trust Problem." 

Wo do not wish to imply that these dangers are not real It has seemed 
more appropiiate to the author to let his readers go to sonxeea where the 
subject is treated more fuUy than is possible here. 
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3. The failiire of overcapitalized concerns tends to pre- 
cipitate panics and to injure classes of cieditois 

4. Overcapitalization diverts funds from legitimate busi 
ness into the hands of “stock jobbers.” 

5. It induces stock gambling 

6. It creates a bad ethical atmosphere in business. 

III. Disadvantages to stockholders' 

1. Overcapitalization is usually accompanied by a certain 
amount of “rigging the market” when secuiities are hrst 
issued, and stockholders must suffer as true values are 
revealed in proved lack of earning power. 

2, Low-valued stocks, such as result from overcapitaliza- 
tion, usually have relatively small value as collateral for loans. 

” The Seountios Exchange Act of 1934, by its regulation of manipulative 
devices, has eliminated this disadvantage to a gieat extent The piovisions 
of the Act dealing with contiol of mampulation aie Rummanzod as follows in 
the Senate Report on Stock Exchange Piactioes, 73d Congiess, 2d Session, 
Repoit No 1465 

“The act makes it unlawful for any person to effect any transaction in a 
registered seounty which involves no change m boncficial ownership, oi to 
enter an order for the pui chase of such seciuity with the knowledge that an 
order of aubstantiallv the same size at substantially the same time and at sub- 
stantially the same puce for the sale thereof has been oi will be ontcicd by any- 
one for the puipose of cieatmg a false or misleading appearance of active tiuding 
m the soouiity 

“The act likewise makes it unlawful to effect either alono oi in concert 
with otheis a sciics ot tiansactions in anv legistcred security, cieatmg actual 
or appaieut active tiadmg m the soouixty or laismg oi depiessing the price 
thereof, for the puipose of induomg the purchase or sale of the secuiity by 
others 

"Dealers and brokers aro forbidden to induce the pui chase oi sale ot a 
seounty by false oi misleading statements with respect to any mateiial fact or 
by the circulation or dissemmation, m tho oidmaiy oouisc of husiups'', ot 
infoimation to the effect that the pnee of such sccunty is likely to use or fall 
because of maiket opeiations designed to laisc oi depress the price All 
persons who receive a consideration from a biokoi and dealer aio likewise 
forbidden to mdiice tlie puichase or sale of a security by the uiioulation or 
dissemmation ot mformation to the ellecl that the puce is likely to rise oi fall 
because of maifcet operations designed to raise oi dopicss the price 

“Practices such as pegging, fixmg, oi stabilizing the price ot a security 
are subjected to regulation by the Commission, which is autlioiized to prescube 
such rules as may be neoossaiy or appropiiate to piotoct mvestois and tho 
public fiom the vicious and unsocial aspects of these piactices 

“In like mannei, tho Commission has been vested with control ovei the 
subject of puts, calls, sti addles, or other options oi privileges 

“Short sellmg and the employment of stop-loss oideis have not been 
abolished by the act, but have been placed under the supervision of the Com- 
mission, which IS empowered to piomulgate lules and regulations to purge the 
markets of the abuses connected with these practices 

“In order to render effective the prohibitions against manipulation, 
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3. Stockholders of ovoi capitalized companies ai’e likely 
to have to bear the great expense of corporate receiverships 
and reorganizations. 

4. Stockholders who accept the stock may find them- 
selves liable for the difference between the par value of the 
stock and whatever the courts determine is a fair valuation 
of the consideration paid therefor. “ 

Is stock-watering ever justified? — Many commentators 
on corporation finance, especially theoretical economists, over- 
look the full significance of the distinction between present 
and prospective earning power as bases for corporate 
capitalization. 

We may assume that A owns a mine the value of whose 
ore, according to rehable geological reports, is $10,000,000, 
and that the estimated cost of extracting and marketing the 
ore, with all overhead expenses, is $5,000,000. If A turns the 
mine over to a corporation for all its capital stock, $2,000,000, 
and then returns $1,000,000 of the stock to the treasury for 
sale below par, has A confessed to overcapitalizing his com- 
pany by his act of returning one-half the capital stocks His 
purpose has been to turn his potential "purchasing power” 
as it existed in the form of unextracted metal, into active 
purchasing power by giving to others some inducement to 
supply the funds necessary to begin operations. The people 
who supply the funds take great risks:*® fiist, as to the accu- 
racy of the geological reports; second, as to the possible 
occurrence of unusual and unforeseen difficulties in operation; 
and third, as to the continued mtegrity and ability of the 


violators arc not only subject to the penalties prescribed in the act, but are 
bable in damages to any peison who puichases or Bells a seouiity at a price 
which was effected by the violation ” 

The Act also regulates the market activities of officeis, directors, and 
pnnoipal stockholdeis. See footnote 24, page 49 and page 103 

The subject is treated at great Icn^h in David L Dodd's “Stock Water- 
ing, the Judicial Valuation of Piopoity for Stock Issue Purposes.” 

The Socunties Act of 1933 does not piohibit stock wateiing Its purpose 
IS to require a full disclosure of the essential facts concerning the securities 
offered, and to prevent fiaud and misrepreBcntabion in the sole of secuiities 
The gccmities and Exchange Commission has issued stop orders agamst the sole 
of stock where conclusions of value reached by exports were challenged because 
of unsound methods, madequatc mvestigation, failure to ditcloso a proper 
method of valuation, or because the result expiossod was inaccurate The 
requirements that the registration statement disclose the export's interest 
m the issuing company and that the financial statements be certified by an 
independent public accountant tend also to prevent the fraudulent issue of 
watered etnnk. 
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managers. On this last point it may be observed that the 
oiiginal owners, to turn their piopeity more quickly into 
active purchasing power, may sell out their holdings to persons 
of doubtful integrity and abihty. A small pui chaser of 
securities ordmai’ily has no guarantee that the majority 
mterests will not change hands. Hence the risks are great 
and the person taking the risks will demand an offsetting 
advantage This he gets in buying the treasury stock much 
below par. By taking treasury stock below par instead of 
unissued stock below par, the holder avoids complications 
with creditors. If the company prospers, the stock wdl rise 
in value and the original purchaser will receive the reward 
of his risk-taking 

In the same way stock issued for pi ospective earning power 
always affords a method of isolatmg the speculative element m 
an enterprise Funds can be more readily raised through such 
a separation. In the first place, the speculative securities—' 
common stock — ^may be sold to persons who are ready to 
assume the risks involved. If the proceeds of these shares go 
into the company, they form an “equity” behind the non- 
speculative secuiities — preferred shares or bonds — and the 
latter are therefore sold on better terms to the investing public, 
for the equity piovides a sort of guarantee of safety — it 
“cushions” shrinkage in values due to one cause or another. 
If the proceeds go to the promoters and bankers, they prevent 
an equivalent amount from being taken from the proceeds of 
the sale of securities that are non-speculative in appearance — 
for the promoter and the banker must get compensation from 
some source, else they cannot “carry on.” Finally, it may be 
urged that because the control usually rests in the speculative 
securities the holders of which get the last share in the earn- 
ings, the tendency must be to watch operations closely in 
order that the company may be made to yield the last dollar 
that will go to the speculative security holders. “ 

Tho piocesB of squeezing the water out of the United States Steel Cor- 
poration, which IS a good illustration, is described, as follows, in A Cotter, 
“Authontio Histoiy of the United States Steel Coipoiation," page 31 “Yeai 
by yeai the diieotors have voted laige sums out of earnings for the building 
of new plants, the extension of old ones, until approximately $500,000,000 has 
been expended in this mannei, thus providing adequate protection for the 
common stock and putting the company today beyond reach of eiitioism on 
the charge of over-oapitalization ” 

The reader is leferred to Hastings Lyon’s httle book on “Capitahzation” 
for a more extended discussion of the points raised m the last paragraph of this 
section of the text. 



Chapter XIX 
EXPANSION 

Capitalization of ea^ansion. — Having examined the prin- 
ciples of initial capitalization, we are now ready to study the 
methods of capitalizmg growth To understand those 
methods we ought first to consider how and why growth 
takes place in a business concern. Indeed, before we can 
discuss how expansion can be financed, we ought to examine 
the question: should the expansion take place at all? These 
preliminary questions we shall consider in the next few 
sections. 

How growth may take place. — The causes of growth may 
be listed and biiefly devscnbed as follows. 

1. Increasing the amount of sales of the same product in the 
same maiket. This may be done by putting on “greater 
sales pressure.” For example, a sales force may be added to a 
business previously using mail order methods only. Or new 
sources of outlet may be sought. Instead of selling direct to 
the consumer, wholesalers, jobbers, and retailers may be 
enlisted. Or an advertising campaign may be started. 
Again, the increase may come from such an intangible thing as 
a change in price policy. In any event, the cause of the 
increase in sales may be and usually is directly traceable to 
some expedient that required funds. To the inexperienced, 
an increase in sales through the efforts of an enlarged sales 
force paid on a commission basis may seem to be an exception. 
Anybody who has had any experience with the hiring of 
salesmen, however, knows that the cost of hiring a salesman 
is likely to run from $500 to $1,000. 

Even where the increase m business is entirely accidental, 
funds will be necessary to handle the business. New equip- 
ment will be needed for manufacturing and distributing, and a 
larger working capital will be mvolved. Moreover, it must 
be remembered that growth is the ordinary rule of life. Any 
business that is well managed will grow with the normal 
growth of the coimtry, and funds will be needed from time to 

314 
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time. The table on page 316 shows the growth of a number 
of American corporations taken at random.^ 
i 2. Expanding the market . — The expansion we have in mind 
here is likely to take the form of the establishment of branches. 
The amount of funds required will depend largely on the rela- 
tions that are to be maintained between the branch and the 
home organization The possibilities involved are described 
in books on marketing. If the branch is not in fact to be 
owned, but is to be a mere agency, funds may still be needed 
to aid the agency or to stock it with products, 

3. Increasing the number of products . — ^Experience shows 
that in marketing new products old concerns enjoy certain 
advantages and suffer certain disadvantages. They have the 
advantage of experience and should not make mistakes. 
They also have the advantage of elasticity. To a certain 
extent, new products can be added without disproportionately 
increasing the expenses in every department. On the other 
hand, frequently the new product is "everybody’s business, 
and nobody’s busmess,” and because funds for expansion in 
this case come, as in most other cases, from the profits of the 
busmess, these funds so easily obtained are used carelessly. 

The amount of funds needed for a new product, it also 
should be said, is often affected by the fact that the introduc- 
tion of a new product is accompamed by the elimination of 
other, non-profitable pioducts. While immediate funds may 
be needed, ultimately the amount of regular working capital 
required may be decreased. 

4. Integration . — ^We pointed out earlier that frequently 
new concerns sell their products and let others make them.® 
The time may come when the concern will desire to manufac- 
ture its own product. Or it may wish to make not only the 
product, but the component pai-ts of the product. Or it may 
wish to carry on its processes a step further. These two latter 
forms of expansion are known as integration. A leathei 
concern that started out to buy timber lands in order to get 
its own tanning bark instead of buying tanning fluid, would be 
an example of the first form of integration. A printing house 
that added a bindery to its printmg establishment would be an 


^ Sgo “The Large Coiporation m American Economic Life,” by Gardiner C 
Means, in, the American Economte Review, March, 1931, foi an analysis of the 
asset method of measuiing giovrth of corporations. 

» See pages 7-8. 
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example of the second class. In either case, integration is 
likely to mvolve the form of expansion listed above as No. 3. 
For example, we have been told of a laige printing house that 
started its own paper plant and then found that its own 
printing business could not take the entire product. The 
company, therefore, had to go out and sell paper, and this 
involved the raising of funds for the establishment of a mar- 
ketmg department for this part of the business 

6. Betterments . — A form of expansion that may be con- 
sidered here, although it does not operate to increase sales but 
to reduce costs, is the substitution of modern machinery for 
obsolete machinery or for human labor. Assets of this kind 
are real additions to the wealth of the concern to the extent 
that they increase the profits of the company. The account- 
ing principle which governs betterments, stated m general 
terms, is that the cost of the new assets is to be added to the 
capital of the company to the extent that the cost of the new 
assets exceeds the cost of the old assets. This principle points 
du’ectly to the source from which assets of this kind should be 
financed. The cost of the old assets should be collected out 
of the eammgs of those years during which the assets were 
used, and the excess amount only should call for a new source 
of funds 

6. Buying out competitoia — ^This is not the place to go 
into a full discussion of the effects of competition. We may, 
however, venture a few observations. A strong concern, well 
founded and well operated, thrives on a certain amount of 
competition. Competition stimulates general interest in the 
product and serves to keep the concern “on its toes.” Some- 
times, however, the field is too narrow to support all the com- 
petitors. The stronger will likely buy out the weaker, or in 
effect do the same thing by making the competition more 
bitter until the weaker concerns perish. Sometimes this 
process disorganizes the trade and is generally unsatisfactory. 
It may seem to cost more to buy out the weak competitor, 
but in the long lun it may prove profitable. Mr. Frank 
Munsey has on several occasions followed this practice in the 
newspaper field. It is said that he paid $1,000,000 in cash 
for the New York Globe, which he immediately practically 
dropped by combining it with The Sun. 

7. Consolidation . — ^Expansion may take place through con- 
solidation. Our own experience has shown us that the results 
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frequently prove more expensive when a stock arrangement is 
made than when a purchase for cash is made. Stock on such 
occasions is usually undervalued, and the stock offered to the 
smaller and weaker concerns proves an incubus that tends to 
dishearten the manageis If the concern is at all successful, 
the managers soon realize that the holders of this stock are 
getting too much income for what they contributed, A fuller 
discussion of consolidation is given in Chapter XXIX. Here 
it IS merely desirable to point out that at times consolidation 
should be looked upon as a form of expansion and should be 
treated as a problem to be solved on that basis. 

To what extent should a concern expand? — ^Abraham 
Lincoln was once asked, "How long should a man’s legs be?” 


0 @0 

0 

Theoretical Increase in Co-ordinating Overhead Necessitated by Adding a 

New Product 

The reader wiU recall Lincoln’s famous answer: “Long 
enough to reach the ground.” And so the first answer to the 
question, how big should a concern be, is, as big as it can grow 
with increasing profits. The problem involves the two eco- 
nomic principles of large scale production and diminishing 
returns.® Books on economics will be found to contain a 
discussion of the law of diminishing returns, here we may 
simply point out that as businesses grow in size, they need new 
co-or^iiatmg forces, the cost of maintaining which, after a 
while, offsets the advantages of large scale production. In 


’ The advantages of large scale production wiUhe found in Chapter XXVIII 
The reader who desires to puisue the subject treated m this chapter should 
road Olaik’s “Studies m the Economics of Oveihead Costs," and “The Success- 
ful Control of Profits,” by Piofessor Walter Rautenstiaucb 
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theory it works out this way: If a concern has one unit of 
product, A, and takes on a new unit, B, a co-ordinatmg 
system, X, must be built up. If a new pioduct, C, is added, 
two new co-ordinating forces are reqiured, Y and Z, X moving 
up to act as the co-ordinating force managing Y and Z. If 
another product, Z), is added, the co-ordinating forces to be 
supphed wUl now, m abstract theory, number thiee, L, M, 
and N, and so on. The result up to this point is illustrated 
by the diagram on page 318. 

The author’s own observation leads him to believe that he 
cannot emphasize too strongly the need for caution in expan- 
sion. In the first place, if the step is unwisely taken, the 
profits of many patient yeais of hard work may be wiped out 
in a few months. We could relate dozens of stories, uncom- 
fortable to the actors, to illustrate our point. Business men 
can probably recall many examples of unwise expansion in 
their respective fields or those of their acquaintances. The 
outstanding difficulty of the problem is that when the sug- 
gestion to expand is made, all the psychological elements are 
in its favor: lure of profit, pride of power, fear of competitors’ 
preemption of the field. ^ 

In every business there ought to be some conservative indi- 
vidual who will insist that the optimists " count ten” before 
urging expansion, and then further insist that for a new con- 
cern’ the advisability of the proposed step be investigated m 
the way we have outlined in the first chapteis of this book. 
Our experience is that business conferences on new products, 
or the establishment of branches, and like questions, easily 
resolve themselves into a discussion of how the thing can be 
done. ’To discuss that question first is reasonable enough, 
because before deciding whether a step should be taken we 
must decide how it can be taken But as the discussion veers 
over to this secondary question, the insidious assumption 
arises that the step should be taken and that the only question 
is, how.^ 

Measuring amount of funds needed for expansion. — In 
general, the same methods may be used for measuimg the 


* For one who wishes to pursue this phase of the subject we can recommend 
W. Sombart, “The QumtesBenoe of Capitalism ” 

‘ Tor methods of plannmg ahead for capital needs, see next section of text 

• The problem of expansion is tied up with fixed and vanable costs. Bee 
Walter Rautenstraueh, “Successful Control of Profits," pages 114 et seg. 
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funds required for expansion as were already described for 
investigatmg a new project. In some lines of work quite 
definite relationships exist between the amount of gross 
income and the amount of investment. This relationship 
probably tends to exist m all cases where growth is homo- 
geneous, as in the case of a gas company in which the entire 
plant tends to grow umformly as new territory is served. In 
fact, in the whole public utility field, the rule holds good that 
for each dollar of gross mcome the business will require five 
dollars of investment. In a general way, therefore, the 
financial requirements of such concerns can be forecast from 
the tendency of growth of gross income.'' In other cases, the 
need for funds for growth must be determined from a study 
of past experience, from accurate studies of the needs arising 
from plans for projected expansion, from estimated increases 
in the business due not only to definite plans for expansion 
but to natural healthy growth, and from special studies 
carried on in connection with engineermg plans for improving 
efficiency. 

The table on page 321 was adapted from a form of capita] 
budget used by one of the largest industrial companies in the 
United States. The same plan may be adapted to even the 
smallest retail store. The theory on which the table proceeds 
IS that the ratio of capacity of output, expressed in dollars of 
sales, to the dollars of investment in the respective depart- 
ments, will remain the same. In column A is placed the com- 
puted maximum output of each department at its present 
capacity, expressed in dollars of sales. In column B is placed 
the present investment in equipment and aU assets pertaining 
to the department. In column C is the ratio of capacity to 
investment. In columns D, G, J, M, and P are placed the 
estimated sales for successive years, the estimates being 
derived from figures obtamed from the various selling agencies 
and checked up in the main office. The amount of investment 
m each department will remain the same as the original invest- 
ment till estimated sales catch up with present capacity. 
When the percentages in columns E, H, K, N, and Q exceed 
100 (these are the ratios of future annual sales in the respective 
years to present capacity), then figures will be placed in the 
investment column at an amount proportioned to present 


* See diSEram on page 324. 
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investment, as the respective years’ sales arc proportioned to 
the present capacity. Thus m the third year, sales in depai-t- 
ment No. 1 will be 125 pci cent of present capacity (column 
K); therefore, in that year the investment will be 126 per 
cent of the present investment, or $375,000 (column L). To 
indicate for each depaitment years in which added investment 
will be needed, the figures in the investment column are 
printed in boldface whenever the investment of that year 
exceeds the investment of the previous year. In practice it is 
customary to underscore or draw a circle around the figure m 
red ink The most important figure for the financial manage- 
ment is that given on the “Total” lino under the column of 
investment in each year. In planning ahead it is just as 
necessary to know how much is going to be needed ten years 
hence as to know how much will be needed in the next year. 
The linut of open-end mortgages and of stock authorizations 
can be properly set only when a long view ahead is taken. 

Expansion determined by elasticity of personnel. — The 
extent to which expansion may bo permitted depends on the 
elasticity of the piesent personnel. This question is one of 
management primarily, but if management fails, finance will 
be affected, and our purpose here is merely to call attention to 
the fact that frequently products or markets are added that 
are really not profitable, for in the first reckoning it may have 
been assumed that the present force would be adequate. 
Giadually new appliances are added, new people are engaged, 
and capital costs and operating expenses mount up, finally 
necessitating a financial revision. 

Effect of expansion on working capital. — Expansion nearly 
always means an increase in working capital. The increase 
comes in two ways: first, as a temporary increase to bear the 
burden of gettmg the product started — equivalent to the 
demand by a new business for funds for “going concern 
value ” — and second, as a larger permanent amount of working 
capital to carry the increased business. This subject is devel- 
oped at greater length in the chapters on working capital.® 

Expanding an individual proprietorship or partnership. — 
How do individual proprietorships and partnerships finance 
expansion? The most obvious answer drawn from experience 
is, they don’t; they incorporate and then expand. Certainly 


® Soe Chapters XXITI, XSIV, XXV. See also charts m Chapter XXI.,' 
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this statement is quite true when the business grows to require 
considerable outside funds. If sole proprietors take in part- 
ners, they divide control, this division may be avoided by 
incorporating and retaining an amount of stock that will 
insure contiol. If partnerships take in a great number of 
partners, the result is likely to be confusion. Our observation 
has been that firms with large numbers of partners have devel- 
oped by taking in important employees as partnem in order 
to enlist their enthusiastic participation in the work of the 
business, rather than by seeking to get their investment or the 
investment of rank outsiders. 

Moreovei, the giowth of individual propnetoi ships and 
partnerships, even through reinvestment of profits, presents 
tax difficulties that the astute business man should seek to 
avoid. Partners are liable for Federal income taxes on all 
their earnings, whether withdrawn from the business or not. 
If the business is incorporated and the profits remain m the 
business for defimte busmess purposes, the individual owners 
are not taxed and the business itself pays the tax.® 

If, after considermg these questions, a sole proprietor or a 
partnership wishes to retain an unmeorporated foim of organ- 
ization (a busmess trust may be considered as an alterna- 
tive), the means for raismg funds are: (1) take in partners, 
(2) form a limited partnership and take in hmited partners 
(this practice will effectually settle the question of control, 
since special partners have no voice in the business) ; (3) sell 
unnecessary busmess 'property, (4) increase the proprietor's 
investment by selling private investments, (5) borrow either 
with or without security or mortgage To a certain extent, 
the principles expounded in respect to corporations are appli- 
cable here and it seems unnecessary, therefore, to develop the 
subject fiuther at this point, except to note the importance of 
the personal element in sole proprietorships and partnerships 
when they seek to attract new capital. Since these concerns 
cannot count on the ordinary channels of investment for 

" For a moie complete discuesion see Chapter IX Oa account of the high 
rate of 8urtas.es on laige mcomes (ace table, page 176), some bubiness raou 
have found it to their advantage to give shaies in their busmess to persons 
entitled to a claim on their bounty, thus reduomg the rate of tax on their 
own income and reduomg the aggiegate taiw on the entire income of the hu3ines>s 
If this 18 done frankly, unequivocally, and mevocably, the lesult will be an 
avoidanop of taxes to which there can be no objection See Bullen v Wis- 
consin, (1910) 240 U, S 026; Vol. Ill, American Federal Tax Reports, page 
2,944. 
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raising new fixed capital, but must count on the investments 
of individuals, personal relationships will have to be developed 
among people with means, who are able to make investments 
in such concerns. 

\^ow corporations can raise new capital funds. — Corpora- 
tions may increase their capital mvestments in the following 
ways: 

1. Ploughing in surplus }'^ — This may be done by (a) 
simply increasing the surplus account as profits are made ; (b) 
creating hberal reserves for depreciation,^^ (c) labeling a part 
of the surplus as an appropriated surplus,^® (d) “distributing 
the surplus” through stock dividends. 

It is generally said that American concerns tend to expand 
out of earnings, while English concerns expand out of the 
proceeds of the sales of securities. We shall show in the chap- 
ter on dividend policies the fallacy of the Amencan practice of 
postponing a division of the profits earned each year. Here 
we may simply call attention to the fact that while financing 
expansion from the proceeds of the business is conservative, it 
frequently leads to unfair discrimination between owners of 
the business. In partnerships this point is hardly well taken, 
for the proprietors, in the expected course of business, are to 
remain the owners. But in corporations, especially in the 
larger concerns, change of ownership is the normal thing, and 
it seems only proper that each “generation” should “pay its 
way” and that each “generation” should realize its own 
profits. 

2. Selling unnecessary assets . — ^Unprofitable and unused 
assets, it would seem, should always be disposed of, whether 
the company needs the funds or not. If they are not needed, 

“ During the recovery period of 1933 to mid-1937, there was an expansion 
of capital expenditures in most lines of industry While in previous expansion 
periods, such as the 1920’s, the capital maikets furnished a huge part of new 
tmancing requirements, in the post-depression recovery, the new issues market 
supplied a negligible part of the capital The actual source was working capital, 
which had been budt up by ploughed-in earnings, reserves for depreciation 
that had not been used, and other operations Another influence toward 
flnancmg through working capital was the large government expenditures that 
stimulated buymg and put cash into eorpoiate treasuries See “Changes in 
Capit^ Fmanomg,” by Donald B Woodward, Journal of the America^ Siattalual 
Asaociahon, March, 1938 

See discussion on page 655 

An example is the division of a bank’s surplus account into “surplus’* 
and “undivided profits,” the former bemg equivalent to “appropriated sur- 
plus” and the latter to the ordinary surplus apjdioable to dividends m mdustnal 
and gnercantile corporations See chapter on dividend policies 



326 FINANCIAL ORGANIZATION AND MANAGEMENT 

they may be invested in interest-bearing securities to serve as 
a working capital reseive 

3. Sale of stock. 

4. Sale of bonds or notes. 

5 Borrowing directly from banks on notes as security. — In 
periods of excessively low interest rates coipoiations may bor- 
row from banks, giving their notes as security, instead of 
selling securities. Besides obtaining funds at a reasonable 
cost through this method, the corporation management avoids 
the expense and inconvemence of filing a registration state- 
ment and otherwise complying with the Securities Act of 1933 

6. Borrowing on ordinary real estate mortgages. — For small 
concerns this form of borrowing may be a satisfactory 
expedient, though small proiierty mortgages of this kind may 
prove troublesome, firstly, because such borrowing is usually 
for a short term, and secondly, because the underlying liens 
thus given may interfere with future general corporate 
mortgage borrowing. 

Of the five sources of capital funds enumerated, only the 
third and fourth need occupy our attention here. In the next 
sections we shall discuss the piinciples that should govern the 
issuance of stocks and bonds durmg the expansion of a com- 
pany. (See chart in Chapter XXI.) 

Keeping down the annual cost of capital. — ^Fundamentally, 
a business is run for the benefit of its owners. Capital for 
future expansion, therefore, should be raised by means that 
will keep down the armual cost of capital. Bonds are always 
best for this purpose, for the purchaser of bonds sacrifices 
size of income for safety of income. It must not be thought 
that reduction of annual cost of capital is the sole consider- 
ation, it would probably be better to say that, other factors 
being favorable, this is the paramount consideration. Bonds, 
of course, should never be used where there is any danger that 
the interest cannot bo met regularly. 

Let us assume, to illustrate the piinciples set forth in the 
previous paragraph, that we arc trying to decide, as did the 
stockholders of the United States Steel Corporation in 1902, 
whether we should retire 7 per cent preferred stock from the 
proceeds’ of 6 per cent bonds, that is, whether we should sub- 
stitute 6 per cent bonds for 7 per cent stock. The answer to 
the problem is a paradoxical statement: if the company can 
purely pay annually the larger item — ^the 7 per cent dividends 
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— then we ought to decide in favor of the smaller item — the 
5 per cent interest; but if there is any danger that the com- 
pany will not be able to pay the smaller item, then we ought 
to vote in favor of the larger item. We must have “safety 
first,” but having that, we must next try to keep down our 
costs — an apt illustration of the saying* “The curse of the poor 
IS their poverty.” 

Keeping down annual costs of capital is not so important 
where new securities can be sold to old stockholders. If a 
company is earning 40 per cent on its stock, it will not wish 
to share these earnings with new investors, the high rate of 
earnings is probably a just reward to the old stockholders who 
took all the original risks of the business. If new stockholders 
are to bo brought in now on a reasonable basis, they ought to 
pay $400 or $500 a share for their stock. Or the company 
might write goodwill into its assets and declare a 300 per cent 
stock dividend to its old stockholders and then sell stock to 
outsiders at par. These expedients might be considered 
instead of the expedient of reducing aimual cost by issuing 
bonds ; they would hardly bo ao effective. But if the company 
could sell its stock to the old stockholders, each taking new 
shares in proportion to his holdings, the carmng power would 
be kept “in the family” — ^there would be no dissipation of 
income among recent comers. It must be remembered, how- 
ever, that even where the profits can be kept in the family, 
when a company has stable mcome and is successful it can 
afford to take the risks of issuing bonds, for by “trading on 
the'equity,” the return on the owners’ capital is magnified.^® 

Keeping control. — In the second place, new securities 
should not be issued in such a way that control will be given 
away. If stock is issued and aU the old holders of stock 
participate m the new issue in proportion to their old hold- 
ings, relative control will not be affected. But the amount 
of new funds needed may be too large for the old holders 
to supply, or the latter may wish not to add so large an 
investment in one enterprise in which they already have large 
commitments. The use of bonds or stock without voting 
power will settle the problem. These expedients were used 
by Charles M. Schwab in 1917, in financing a total expansion 
of assets amountmg to $160,000,000.“ 


See page 187. 

See page 305 for list of seouiities representing degiees of control 
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Avoiding risk. — Enough has been said in the section on 
"keeping down annual costs” and in the chapter on borrow- 
ing,^® to indicate that risk must not be incuired where earn- 
ings are variable 

Where financing is being done through the issue of bonds 
under an open-end or limited open-end mortgage, the escrow 
or restriction clauses will probably take care of an undue 
assumption of risk.^® 

Where preferred stock is being used, the cumulative 
feature may be so worded as to provide that arrearages shall 
not begin to accumulate until some tune after issue, that is, 
after the property obtained from the proceeds of the sale of 
the stock has had ample opportumty to get into operation.” 

Keepmg the best securiiy till the last. — ^Managers of cor- 
porate financmg operations must always think of the rainy 
days, of the emergencies. The general rule is to keep your 
best security or some of your best security till the last.” 
Unissued bonds under a limited open-end issue are generally 
available in very large corporations and these may be made 
more attractive in times of great necessity by being deposited 
to secure short term notes.^® Smaller companies can use 
ordinary real estate mortgages, or, if they have financed them- 
selves in the past entirely with stock, may create a general 
corporate mortgage. 

The cycles of trade . — We may not, for lack of space, go 
into the question of business cycles at great length, but 
we must indicate, in a general way, the relation of eco- 
nomic movements to the financial problem of expansion and 
management. 

Economists recognize that the cycles of business caused 
largely by alternating periods of under- and over-production 
and by expanding and contracting credit are either major 
cycles, which are attended by periods of great inflation and 
periods of severe depression, or minor cycles. The major 
cycles may be said to run from one major depression to Ihe 

See Chap Lor X 
Sec pages 228 el seg. 

See page 138 

“ We are not speaking here of emeigenoies in respect to working capital, 
but of emeigenoies that demand rush invoatments of capital funds An 
example of what we have in mmd is the funding of a laige floating debt incuried 
during rapid expansion in a period of great geneial busmess prosperity — ^foi 
example, m the year 1919. 

“ See pages 201-263 
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next. During the sixty-nine years from 1870 to 1939 major 
depressions occurred in 1873, 1884, 1893, 1907, 1914, 1921, 
and 1930. The xmnor cycles of business activity occur 
within the major cycles. Thus, during the course of the major 
cycle that ran from 1921 to 1933, there were three minor cycles 
as follows- from 1921 to 1924, from 1924 to 1927, and from 
1927 to 1933. Minor depiessions m the past sixty-nine years 



Rpproduetd with parm.uaxon from ^'Tht Annaliat'* 

Diagram Shoving Major and Minor Cycles of Busmess Activity 


have occuricd in 1888, 1891, 1898, 1900, 1904, 1911, 1919, 
1924, 1927, 1934, and 1937. 

The chart above shows clearly the peaks of the business 
cycles. 

Price movements are recognized as important in determin- 
ing the course of business cycles, since rising pi ices encourage 



Diagram Showing the Long-Term Swing of Commodity Pnees. The Post- 
Napoleonic Drop in Prices Lasted Forty Years, the Post-Civil War Drop 
Lasted Thhty-one Years; the Post-World War Drop Is Now Punning 

Its Course 

trade and declining prices curtail it. Fluctuations in the 
puce level affect eariungs and profits of producers, they 
affect the purchasing power of the consumer, and they tend 
also to affect interest rates and bond prices The price 
level, when compared with the production level, indicates 
whether stocks of merchandise are accumulatmg. For these 
reasons the business man must watch the movement of prices. 
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In the chait of prices since 1800 ("page 329), a cyclical move- 
ment over long periods is visible. 

In the pre-depression era, it was necessary for a business 
man to study the short eychcal movement of interest rates in 
connection with the problem of raising capital At that time 
there was a noticeable regularity in the seasonal changes in 
demand for and supply of funds, caused chiefly by the regular 
recurrence of dividends and interest payments by large 
corporations, by the seasons and their effect upon business, 
and by ciop periods of planting and harvesting A study 
made by the Harvard Beonomte Service of seasonal variation 
m demand for and supply of funds showed that the early 
spring was normally the best time to raise funds. With the 
changes in the money market that developed during the 
depression and post-depression periods, the short cyclical 
movement was no longer apparent. Should the one-time 
normal conditions return, consideration of the short cyclical 
movement of interest rates may agam become important. 

The business man must also learn to know the peculiarities 
of his own business and those of the special markets which he 
enters either as buyer or seller. The problem here is not so 
much one of recurring cycles, but of alertness in recognizing 
conditions, and the direction and probable duration of 
changes in conditions, in the several lines of trade alhed to the 
business man’s own industry. 

What use may he made of the cycles. — ^From the stand- 
point of financial management, four distmet pioblems arise 
in connection with the cyclical movements of business : 

1. Determmation of buying and selling policies in relation 
to the need for funds. 

2. Time at which funds ought to be raised. 

3. Kinds of obligations to incur at different stages of the 
, cycles. 

4. Credit and collection policies. 


“The relation of the cycle of one industiy to that of another is a very 
piofitable study If a businoss man can discover some lino of industry the 
ultimate periods of prosperity and depression in which precede the similar 
periods m his own industry by an approximately determmed mterval, he may 
lay his own plans on the basis of the changes m the correlative mdustry. See, 
for example, the relation of the industnal equipment busmess (machines and 
tools) to general industry, as worked out theoretically by W. 0 Mitchell m 
L. D Edie, “The Stabilization of Business," pages 24r'26 



EXPANSION 


331 


Buying and selling policies in relation to cycles. — Buying 
and selling policies cannot be said to be affected very directly 
by the long cycle of price movements, but they are affected 
by the shorter price movements. In connection with trade 
activity cycles, the financial management must guard the com- 
pany against undue expansion of inventories at the height of 
the active period; large inventories at such a time usually 
mean that the business is heavily m debt to firms furnishmg 
materials and to the banks. When the reaction takes place, 
these obligations caimot be liqmdated, for, in the first place, 
goods won’t move at all, and then to get some money out of 
the inventories, prices will have to be slashed and a loss taken. 
Likewise, when the period of depression is well on its way, 
goods should be bought to take advantage of the low prices 
of the period of stagnant business. 

So, m selling, plans must be made for sales campaigns when 
busmess is in the trough of depression; when these plans are 
ready to be put into operation, general business activity will 
help the campaign along. If the plans are delayed, by the 
time the full effect of the campaign is to be obtained general 
business may have made the turn into the period of depression 
and sales effort will be quite futile. 

The foregomg points to the fact that funds are needed for 
buying and selling operations at the end of the period of 
depression and in the eaily part of the rise in busmess activity. 

At what time shall funds be raised? — But we are faced 
with the question: is it better to raise funds when they arc 
needed or when they are easy to raise? Little doubt can be 
entertained of the wisdom of raising funds when they aie 
easily obtamed, provided suitable provision can be arranged 
for making them available when needed. 

The best time to raise funds is when business is booming 
and people are optimistic. Such a time occurs toward the end 
of the period of prosperity. But it is then that the wise 
executive will begin to put on the brakes. The wisest pro- 
cedure is that which runs somewhat as follows' sfcaiting with 
the period of depression, when the business is making plans 
for sales and laying up inventories, and if necessary, planning 
and acquiring equipment for the coming period of rising 
activity, we find interest rates low and funds plentiful in 
the banks. Moreover, prices are low, the construction busi- 
ness is dull, and contracts for equipment and construction can 
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therefore be made to advantage. At this time the business 
man may borrow and buy on credit. Then as business booms, 
he may sell his securities at good prices and may pay off his 
loans. He is then m a strong position to weather the storm 
of rapidly falling business and may start the next cycle with 
the good credit standing on which this procedure is predicated. 

Time of the year to raise funds. — ^Investment bankers are 
careful in timing the sale of secuiities. In the past, the early 
spring was usually chosen. Investors had by that time 
received the first of the year interest and dividend payments, 
and since funds were not needed for agricultural purposes, they 
were easily obtained from the banks in order to purchase and 
carry securities. From 1933 on, the availability of funds was 
not a factor in the timing of the sale of securities, for money 
was plentiful at all seasons. Other factors, such as the condi- 
tion of the bond market, war scares, and the lilce, influenced 
the timing of security sales. A careful program for the sale of 
securities will avoid an offering on or near the quarterly 
Federal tax dates. 

Business cycles as they affect kinds of securities. — At the 
beginning of a long period of price decline, such as we entered 
m 1920, the sale of high interest-bearmg long term bonds 
becomes the height of folly, for as time goes on, the dollars 
of interest paid to the bondholders constantly become more 
valuable — buy more goods. At the time mentioned — ^the 
beginning of a long period of price dechne — bonds should be 
made short term, or redeemable, or the company should sell 
stock. At the beginning of a long period of rismg prices, the 
company may well take advantage of the situation and sell 
long term low mterest-bearing bonds. 

If we consider now the major and minor cycles of business 
activity, we may be guided somewhat by what was said above, 
where it was suggested that at the end of the period of depres- 
sion and at the begmning of a period of business activity, 
money might be borrowed. If funds are to be raised throu^ 
the sale of securities at that time, bonds or short term notes 
may be used. These may be refunded into stock as the 
business cycle brings profits and enables the company to 
mcrease the dividend rate. If the bonds are made converti- 
ble, this refunding takes place automatically throu^ conver- 
sion of the bonds, since the mcrease in the dividend rate 
enhances the market price of the stock and makes it profit- 
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able for the secxirity holders to exchange their bonds for 
stock. 

Credit and collection policy in relation to cycle. — If one 
compares the curve of business failures with the curve of 
business activity, he discovers that the general tendency 
of the failure curve is in the direction opposite to the curve 



Business Failures and Liabilities Involved 


of activity. In a general way, then, credits ought to be 
granted in a more restricted fashion as the activity curve 
creeps upward. Moreover, since toward the end of each year 
there is usually a seasonal increase m failures, in the early 
part of the yeai’ great effort should be made to collect old 
accounts; toward the end of the year it may be too late. 

Progress of forecasting. — ^Economists throughout the 
world have given much study to the subject of busmess 
forecasting, and in this country they have used the wealth 
of statistical material which has become available since the 
World War to develop statistical computations and curves 
covering past performance on which to predicate forecasts 
of future business conditions.*^ While the economists and 

*1 See the following books “Busmess Cycles and Uncmploymenl,” Report 
and Recommendations of a Committee of the Piesident’s Conferenoe ra 
Unemployment, 1931, L D Edie, “The Stabilization of Business’, L H. 
Haney, “Busmess Foieoastmg”, D F Jordan, “Practical Busmess Fore- 
casting”' S S. Kuznets, “Secular Movements in Pioduotion and Pnoes”, F, 
Lavinglon, “Tho Trade Cyde"; W, C. MitcheU, “Busmess Cycles, the Pioblem 
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professional forecasters have not achieved notable success 
as prophets,®^ the fact remains that they offer the only esti- 
mates of futtire activity based upon known facts, upon cer- 
tain economic principles evolved from experience, and upon 
judgment as to the applicabihty of those principles to the 
forthcoming situation. Their forecasts cannot be ignored 
so long as business men must go on forecasting, and so long as 
no better aid is available. 

Future financial needs should not be jeopardized. — 
financial arrangement must always consider the probable 
effect of a present opeiation on future needs. For example, 
if only a compaiatively small sum is needed today, a closed- 
end mortgage for that amount should not be given, the small 
underlying hens would embarrass the company later if it 
undertook to do some financing on a large scale. When a com- 
pany is about to issue securities, it ought to consider, before 
it selects the form of securities to be issued, the effect of the 
proposed securities not only on the company and its credit at 
the moment of issue, but on the value of other securities, on 
the possibility of issumg other securities in the future, on the 
availability of future earnings for dividends to keep up the 
company’s investment credit position,*® and on the possibility 


and Its Setting”; Peisons, Postei & Hettinger, “The Problem of BusinesB 
Poieoaating”; W M PerBone, “Poieoastmg Busmebs Cycles”, 0 Snyder, 
“Business Cycles and Busmess Moasuiements " Curicnt infoimation can 
be obtained from commeicial seiYioes such as Babson’s, Brookmiie’b, Standaid 
Statistics Company, and Moody’s Investois Seivioe Letters pubhshod 
monthly by some of the large banks are woith while The monthly bulletin 
of the Fedoial Ilesorve Bank of the dibtiiot m which a busmess is located should 
be lead each month Son)e of the laiger banks publish excellent letters See, 
for example, the publications of the National City Bank of New York, and those 
of the Cleveland Tiust Company 

“ See Gaifield V. Cox, “An Appraisal of American Busmess Forecasts,” 
1030 Thib study appraises the oorreotness and adequacy of the general 
business forecasts of six organizations As stated m the studv, “the results 
obviously do not m themselves justify one in placmg imphcit faith m any given 
foieoast of any seivioe, but they do support the oxpootation that the services 
wiU be right considoiably oftener than they will be wrong " 

For oxainple, if a company is relymg laigely on the sale of bonds nndei 
a hmited open-end issue, it may be requned by the esoiow clauses to pay for a 
part of tho cost of new propeity aoquu’ed in some way other than from the 
proceeds of the bonds. Unless the company is m a position to sell stock, it will 
have to use its eainmgs to supply the requned “equity " Ploughmg earnmgs 
into tho propeity in this way pi events the payment of cash dividends, depresses 
the value of the company’s stock, forces financing through the smgle channel 
of the bond issue, and makes the capitalization lop-sided with bonds. See 
0, W, Gerstonborg, “Mateuals of Coiporation Fmanoe,” page 929. 
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of rearranging the financial structure of the company m the 
future 

Simplicity of financial plan. — Other things being equal, a 
simple financial structure is to be desned because it is easy to 
manage, and because it avoids the suspicions which unneces- 
sary complexities arouse. One class of stock and one issue of 
bonds under one mortgage make for a clear understanding on 
the pai't of investors of the rights they are buying when they 
take the company’s securities. The soundness of this general 
principle will be sustained by an examination of the financial 
plans of companies of varying degrees of success m the same 
line of business.®^ 

Extra features to give attractiveness. — The management 
of a company ought to know all the tools of financing before 
beginning a financial operation. Such featmes as the various 
forms of sinking funds, redemption and conversion provisions, 
accumulation of arrearages, guarantees, and the like,* all 
described in previous pages, should be caiefully considered 
before an issue of secuiities is determmed upon. As has been 
repeatedly pointed out, most of these features affect in some 
way the control, income, or risk of the owner. The question 
in each case is can an attractive feature be offered without 
unduly burdening the company, and if the featuie is added, 
will the prospective purchasers’ appreciation of the sacrifice 
be commensurate with the burden assumed? In a word, will 
the investor pay foi what he gets? 

Governmental control of capitalization. — ^Finally, the selec- 
tion of corporate issues must depend on the latter’s relation to 
government action. Railroads must get the consent of the 
Interstate Commerce Commission. Public utilities must 
have the approval of State regulating commissions and of the 
Securities and Exchange Commission, if the company is 
subject to the provisions of the Public Utihty Holding Com- 
pany Act of 1936, In addition, the tax situation must always 
be one of the elements that will determine the form of securi- 
ties — stocks or bonds — chosen for issuance. 


Bonds and prefeiied stock aie usually made redeemable 
“ Compare, for ejiample, the styles of capitalisation of a dozen ladioads and 
a dozen automobile companies. 



Chapter XX 
SELLING SECUEITIES 

Occasions for the sale of securities. — An offer of securities 
may be made by a going concern m need of additional capital, 
or it may be made by a newly organized company. The ease 
with which the former can dispose of its securities will depend 
upon the nature and proved success of the corporation and the 
characteristics of its offering. Newly organized entei prises 
find it comparatively hard to secure capital, the degree of 
difficulty depends upon their ability to impress prospective 
purchasers with their probabihty of success. A going concern 
has the advantage not only of past performance as evidence of 
the quality of its issue, but the further aid of appeal to a wider 
range of buyers. Whether its financing is to be made direct 
or through an agent depends upon considerations to be dis- 
cussed later. In any case, much will depend upon the finan- 
cial affiliations of the responsible managers. 

Classes of buyers of securities. — Securities may be offered 
to old stoclcholders, old bondholders, to creditors, customers, 
employees, personal friends of the management, or to the 
general public. Of these possible purchasers, the last four — 
in the case of customers and employees, we mean, of course, 
prospective customers and employees^ — constitute the only 
prospects for newly launched companies. 

Shareholders’ rights. — ^A going concern desiring to market 
a new issue of stock must give its old shareholders the first 
opportunity to take up the new offering. Each stockholder 
may subscribe to the new issue m proportion to his stock- 
holding; this inherent right is based on two principles: (1) 
permitting existent stockholders to keep proportionate con- 
trol, and (2) preserving the equities in the surplus. 

Effect of sale of stock on proportionate control. — The pro- 
portionate control of the old stockholders will be disturbed 
unless new stock, when about to be issued, is first offered to 
them. Suppose A, B, and C own stock in the X company in 
the following proportion: 100 shares, 200 shares, 300 shares. 
If the directors issue 12 shares to D, a friend of C, the latter 

S36 
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will control a clear majority, and if ordinary voting prevails, 
C may deprive A and B of representation on the board of 
directors. Under the rule of stockholders’ rights to new 
issues, however, the 12 shares would have to be offered to 
A, B, and C in proportion to their holdings, and A and B 
would have the right to mamtam their proportionate control 
by taking 2 shares and 4 shares respectively, leaving 6 for 0. 

Effect of sale of new stock on value of old stock. — The 
relation of new stock issues to the old stockholders’ respective 
interests in the surplus can best be explained with the aid of 
the accompanying balance sheet. 

A CoMPANT 

Asaets Liabihhes 

Total $1,500,000 Stock $1,000,000 

Debts 200,000 

SuipluB 300,000 

The net value of the A company to its stockholders is the 
value of the assets less the amount of debts, ^ that is, $1,- 
300,000. If we assume that the shares have a par value of 
$100, then the book value of each share of the A company 
will be $130. If $2,000,000 of new stock is sold at par, the 
net value of the assets will be $3,300,000 and the value of 
each share, therefore, will be $110. In this case the new 
stockholders will get a share worth $110 for $100, and the 
old stockholders wdl see their shares diminish in value from 
$130 to $110 each. If, however, each old stocldiolder bought 
shares of new stock in proportion to his old holdings, he 
would get two new shares for each old one, since the stock 
of the company was increased by two shares for each old 
share. The $20 of loss suffered on the old stock would be 
made up by the $10 gained on each of the two new shares.® 

Law of stockholders’ rights to subscribe. — There seems to 
be considerable disagreement among the courts as to the true 
rule governing stockholders’ rights to subscribe for additional 


* Since the total of habihties is equal to the total of assets, we may eicpiesa 
the above formula by taking the debts from the total habihties. If we do so 
IE the above example, it becomes clear that the net value of a corporate property 
to its owners is the sum of the stock and the suiplus 

» If the stock were sold at $130 a shaie instead of at par, the old stockholders 
would not suffer even if they were not given an opportunity to subscribe to 
the new shares But there would still be the question of unbalanced control 
that was explained m the previous section 
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stock. The rules promulgated by the different courts will be 
found in W. M. Fletcher, “Cyclopedia of the Law of Private 
Corporations. ” While the rules there set forth are not always 
m harmony with the rules given below, careful examination of 
the authorities cited will show that in the cases before the 
courts, either peculiar facts were involved or, to put it 
bluntly, the courts did not understand the underlying prin- 
ciples of proportionate control and of proportionate interests 
in the surplus. Statutes of the State in which a corporation 
is organized may vary the rules here given; such statutes 
would be valid, at least as to stock issued after the statutes 
were enacted. Sometimes the right to subscribe is waived 
by the stockholdeis in the certificate of incorporation.® 

It is submitted, however, that in the absence of statute or 
charter provisions, the following rules should govern as flow- 
ing from the principles of proportionate control and of pro- 
portionate interests m the surplus: (1) The basic rule is 
that stock, before being sold to outsiders, should be offered 
to the old stockholders. (2) Stockholders who have no con- 
trol and who have no interest in the surplus, ought not to 
be entitled to subscribe to new issues of stock. Stock to 

>Thia wtts apparenily tiue of tho Utah SocunUos Coipoiation Stoclc 
issues in which piocmplivo lights have been waived aie moie oommon since 
1026 than they woio previously Several of the oorpoiation laws provide 
that the coipoiation may in its aitidcs of incorporation deny to stockholdeis 
preemptive lights to siihaciibe to new issues of stock The Indiana Coipoiation 
Law now includes a provision that shareholdcia shall have no preemptive lights 
to aubscribo to additional issues of shaies of stock, except as piovided m the 
certificate of incorporation or in a resolution of the board of diicotois Laws 
like the Indiana statute are rocommonded as a means of solving the difficult 
problem of applymg the principle of pieomptive lights in cases wheio tho 
financial structure consists of several classes of preferred and common stock 
with various preferences, rights, and limitations on voting power See Drmker, 
“The Pieomptive Right of Shareholdeis," 43 Ilaivmd Law Reinmo 68C, 615 

In several of the States the statutes specifically provide that shares other- 
wise subject to preemptive lights may be sold free from the preemptive light 
under a plan for tho sale of unissued stock to employees, upon the written 
consent or vote of a certam peioentage of the stockholdeis entitled to exercise 
preemptive rights. 

The elimination of the preemptive right m issues oi stock of corpoiations 
which are subject to the Public Utihty Holding Company Act of 1935 must 
meet with the approval of the Secuiities and Exchange Commission. The 
Commission has mdicated that it might requiie a prior offoimg to existing 
stockholders if it was deemed necessary to protect their mterests in assets, 
eanungs, or voting power, whether or not the pieeraptive right is denied in the 
certificate of mcorporation See John P Meek and WiUiam L, Cary, “ Regula- 
tion of Corporate Pmanco and Management under the Public Utility Holding 
Company Act of 1936," 52 Harvard Law Review 216 
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which this refers would be non-volmg, non-participating, 
preferred stock. The principle should apply in the case of 
iion-pai’ticipating stock for the very good reason that since 
the pi ef erred stock is non-participaling, the directors might 
distribute all the surplus to the common stockholders by 
declaring a sufficiently laige dividend The directors, there- 
fore, must have the right, so far as such preferred stockholders 
are concerned, to keep the surplus in the company, but to 
spread it over a greater number of common shares (3) Tn 
the same way that a new issue of stock will do so, the 
exercise of either the conversion privilege or the privilege to 
purchase stock by means of the stock purchase warrant may 
affect control of the corporation as well as dilute the existing 
interests of shareholders m the sui-plus. Old stockholders, 
therefore, should be entitled to subscribe to new issues of 
convertible obligations and to leceive stock purchase warrants 
to the same extent as they would have the right to subscribe 
to the shares of stock issuable upon conversion or purchasable 
upon exercise of the warrants. (4) All sales of stock are to be 
made for the benefit of the corporation. For example, 
property may be acquired for stock without fiirst offering the 
stock to the stockholders. This principle, it must be added, 
should be accepted with two provisos’ (a) that the stock is 
taken by the vendor of the property at its book value, if the 
latter is greater than the par value or if the stock is without 
par value, and (b) that the transaction is not a mere fraudulent 
cloak for captuiing control of the company. (5) liMien 
stock IS to be sold, the stockholders must be permitted to 
maintain the established proportionate control and to maintain 
their respective interests in the company’s surplus. For 
example, if a company is in the process of selling stock (that 
is, if control has not been definitely established), sales may be 
made continuously to new stockholders, but if the company 
has ceased selling stock and the proportionate control of the 
stockholders has been crystallized, and new stockholders have 
come into the company through purchase of shares from 
original stockholders and have relied upon the proportionate 
control obtained by such purchase, the corporation should 
not be permitted to offer its shares to outsiders without first 
rnnking an offer to its own stockholders.^ (6) In every case 


* See Glenn v Kittannmg Brewing Co , (1 918) 259 Pa 510; 103 Atlantic 340 
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where a company sells all of its capital stock and thereafter 
increases its capital stock, the old stockholders who have 
control or an interest in the surplus should be permitted to 
purchase a number of shares proportionate to their holdings.® 
(7) Although, under the law, treasury stock is not subject 
to the preemptive right of existing shareholders, the directors 
should observe the principles governing the distribution of 
new issues and should first offer the treasury stock to existing 
shareholders if circumstances are such that any other action 
would be prejudicial to the shareholders’ interests. The 
problem of applying the principle of prefemptive rights is 
comphcated by the existence in modern times of various 
classes of participating preferred stocks, some with voting 
power and some without, some redeemable and others not, 
some convertible into one class of securities and others into 
another, and of various classes of common shares with all 
sorts of attributes. The directors should consider how each 
class of stock will be affected upon the issuance of additional 
stock of the kind agreed upon and should act in good faith 
in the interest of the shai’eholders in offering the shares, having 
in mind the rights of stockholders to proportionate interests in 
surplus and proportionate voting control.® 

If its stock IS worth more than par, a corporation is not 
bound to sell the stock to its stockholders at par, but it 
cannot sell the stock to outsiders at a price lower than that 
at which it was offered to the stockholders.^ 

Position of privilege holders with respect to rights . — A 
stock purchase warrant, which is a privilege to buy stock of a 
corporation at a certain price during a stated period, must not 
be confused with a warrant evidencing the right to subscribe 
to new issues of stock explained m the preceding pages. The 
main difference between the two is that the privilege of the 
holder of a "right” represents an interest in present property 
of the corporation which is to be distributed by offering stock 
at a price less than the book value of the old stock, while the 

* Stokes V Continental Trust Co , (1906) 186 N Y 285 

“ The following articles will bo found helpful to an understanding of the 
effects of the complex modem structuie upon preemptive lights Diinker, "The 
Preemptive Bight of Shareholders,” (1930) 43 Harvard Law Renew 586; Fry, 
"Shaieliolders' Pie-omptive Rights,” (1929) 38 Yale Law Journal 563; Mora- 
wotz, "The Preemptive Right of Shareholders," (1928) 42 Harvatd Law Renew 
186 See also L L Bnggs, “Pome Legal Aspects of Stock Eights,” Cetttfied 
Public Accountant, April, 1035 

’ Seo contra, however, Hammond v Edison Hlummating Co., (1902) 131 
Mich. 79, 90 N W. 1040. 
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privilege of the holder of a stock purchase warrant represents, 
at the time it is created, no present interest in property of the 
corporation, and no distribution whatever. The stock 
pm chase warrant® may in the future, when the book value of 
the stock purchasable with it exceeds the subscription price 
indicated in the warrant, represent an interest in property 
and to that extent may require protection against dilution. 
The stock purchase warrant does not make the holder a 
stockholder and he is not entitled, because of the warrant, to 
the preemptive rights of stockholders, even though his warrant 
has come to represent an interest in the property of the cor- 
poration His contract may, however, afford protection 
against dilution of his interest. The holder of a convertible 
security is in the same position as the holder of a stock 
purchase warrant so far as possible dilution of his privilege 
through the issuance of additional stock is concerned. Since 
the conversion privilege does not make its owner a stock- 
holder, he is not entitled to a preemptive right upon the issu- 
ance of additional stock, and whatever protection he gets 
must likewise be derived from his contract. We have seen 
on pages 146 and 152 that to protect the privileges represented 
by conversion and stock purchase warrants, the corporation 
may in its contract with the holders of these privileges agree 
that in case additional shares are issued at less than a certain 
price, an adjustment shall be made in the subscription pi ice or 
in the conversion rate. We have also seen on page 147 that an 
additional protection is sometimes afforded by requiring that 
the 'privilege holder shall, through notice of the proposed 
issuance of additional stock, have an opportunity to exercise 
his privilege and become entitled to the pieemptive rights of 
stockholders.-^ 

Number of rights to which stockholders are entitled. — 
New issues of stock are offered to shareholders at a fixed ratio. 
In other words, old shareholders have the right to subscribe to 
new shares up to a certain percentage of their stoclcholdings, 
depending upon the rate of increase in the capital stock. A 
corporation increasing its capital stock by 20 per cent must 
allow each stockholder the right to subscribe to the new 
issue up to 20 per cent of his holdings. In order to sub- 
scribe to one share of new stock under these conditions, he 
must own five shares of old stock. This privEege of sub- 
scribing to the new issue of stock is called a “right,” and is 


‘ See pages 149 el seq. 
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evidenced by a certificate called a “wairant,” which is much 
like a certificate of stock. Fractional rights as well as full 
rights are issued. In the above ease, a man with fifty-two 
shares of old stock would get ten full rights and two fractional 
ones, the latter he might sell or, with the purchase of three 
more fractional rights, convert into a full right.” 

Disposition of rights . — A stockholder in possession of 
rights may exercise them or sell them. The corporation gen- 
erally specifies that the right wiU be given to stockholders of 
record as of a certain date and that it must be exercised by 
a definite later date. If the shareholder has not the means 
with which to purchase more of the stock, or does not care 
to exercise his privilege, he may sell the right. Geneially a 
market is created for rights as soon as the company announces 
the offering of a new issue, the rights being sold for delivery 
“when issued.” The existence of a market for the rights, 
however, is dependent upon the privilege having a value, which 
value arises when the price at which the new stock is offered 
to the shareholder is lower than the market price of the stock. 
Should the price of the stock fall,“ the value of the right will 


" In 1921 the Goncial Motois Ooiporation announced that it had established 
a clenmg hoube for finotional stock warrants at its tiansfer ofBoe in New 
York City In the case of the one-oighth mciease m the shares of the Cin- 
cinnati & Subuib.iu Boll Telephone Co in 1917, no fiaotional shares were 
issued, but fuictional lights wcio oggiegated and sold, and the piemiuin was 
divided among the stockholdeis pio lata to their lespootive fractions See dis- 
cussion of fi actional shares on page 668 

Tor vaiious examples of notice sent to stockholders explainmg rights and 
the conditions under which they may bo exorcised, see C W Gerstenbeig, 
"Materials of Ooiporation Fmaneo,” pages 358-366, and pages 1014-1018 

Sometimes the rights are not negotiable Tins was true of preferred stock 
rights offered m 1918 to holders of Montgomery, Ward & Co preferied stock. 

This happened in 1917 to lights to purchase $26,000,000 of stock of the 
New Yoik Cential, the pioposed issue was not underwritten. It also happened 
to many nghts that were caught m the stock market crash m 1920 In some 
mstancos the compames withdrew then stock offers and leturned the sub- 
scriptions that had been loceived Foi example, an offering of stock was made 
by the North Ameiican Company in September, 1929, at $100 on a oiie-for-ten 
basis At one time after the offer, the stock was selhng at 170 and the nghts 
reached a value of $7J^. The number of lights bought and sold totaled 1, 180,- 
460 With the crash, the value of the right fell to 4 of a dollar and later its 
value disappeared entirely The puce of the stock fell to $70, or $30 leas than 
the subscription pneo for new stock As a result of this situation, the company 
withdrew its stock offer and returned the subscriptions that had been leoeived 
With the cancellation of the offer, tho nghts leally had no existence. The 
transactions in rights, however, wore not oanoclod, and those who had purchased 
them with tho purpose of taking up the stock suffered the loss of whatovor 
they had paid for the nghts. 
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diminish proportionately until it is wiped out when the stock 
ceases to sell at a premium above the subscription price. 
Since the occurrence of such a contingency is hurtful to the 
sale of the issue, bankeis formerly resorted occasionally to 
artificial maintenance of the market, a matter to be discussed 
shortly in connection with the position of the stock exchange 
in the sale of securities. 

When stock cariying rights is sold, the rights usually go 
with the stock until the day of closing the company’s books 
for such rights, after which time quotations of the stock on 
the stock exchange are made "ex-iights This means that 
the stock is bought and sold without the rights, and that the 
subscription warrants (rights) aie bought and sold separately 
from the stock. Separate trading in rights continues until 
the expiration of the subscription period, when, if the rights 
are not exercised, they cease to have value In some rare 
cases a corporation will “redeem” unexercised rights and thus 
preserve the stockholders’ equity m the surplus.^* 

The issuance of rights which have a low value is often 
seized upon by speculators as an occasion for making “short” 
sales of stock and protecting the sales by the purchase of rights. 


That IS, the day sot by the company for closing its books, so that it may 
make up its bst of stockholders and deteimine the number of lights to -which 
each stockholder is entitled. 

Dunug the period between the aiithoiwation of the issuani e of the ngnts 
and the date sot foi closing the books, tiiwling is said to be on o “nghts-on” 


1* In 1917 Pacific Mills issued fractional shares mstoad of fractional lights 
These woie transferable and if accumulated, could be exchanged for full shares 
If not exchanged, the directors had tho right to ledeem them toi cash 

Victor Mora-weti!, m an aiticlo entitled “The Preemptive Right of Sharc- 
holdeis ’’ which appeared in the Ilai vot'd Law Review for December, 1928, ob]coth 
to the piactico of making w.ariants null and -void unless the lights the-^’ repie- 
sent are exercised by a specified date, in those oases in which the diieotois give 
the shareholders tho right to subscribe to additional shores at a price matexially 
betow tho market value The author say a," . the diiectors hove the power, 

and It IS their duty to pioleot the interests of thoir shareholders hy proving 
that any shares not taken by thorn, or by tlieii a-signees of then lights, sbaU be 
sold for their account within a reasonable time aftei tho termination of the 
nehts to subsoiibe (if the shaies can then be sold at a price m excess of the 
sSisonption puce) and that any net suiplus realiaod upon the subsciiption 
utice shall be turned over to the shareholders or to the assignees of their rights, 
only the subscnption puce being letained by the coiporation It is submitted 
that this view oveilooks tho tromondousr overhead cost mvolved not only m 
earrymg through the plan, but in issuing the rights m the first instMoe. ihe 
old rule that equity protects the dihgent would seem to bo pertment 
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If the stock moves down, the speculator profits to the full 
exteut of the drop, less the cost of the rights and the commis- 
sion, whereas if the stock moves up, however high, by exer- 
cising his subscription privilege the speculator limits his losses 
to the cost of rights, includmg the broker’s commission. 

Theoretical effect of rights on price of stock. — Though the 
surplus of a corporation remains intact, the issuance of sub- 
sciiption wariants or rights is equivalent to the declaration 
of an extra dividend to the shareholder, who, mstead of 
usmg his rights as the basis of a subscription, sells them on the 
market “ 

For mstance, the stock of a company with net assets of 
$1,000,000, capital stock of $800,000, and a surplus of $200,000, 
will be worth $125 a share. If the company were to sell 
$200,000 more stock at par to its old stockholders, the assets 
would increase to $1,200,000 and the capital stock would 
increase to $1,000,000. The value of each share of stock 
then would become $120. For the sake of clearness let us 
present the balance sheets before and after the increase in 
the capital stock. 

Before Increase 

Net Assets $1,000,000 Capital Stock $800,000 

8un>luB 200,000 

I - - ■ ■ ■ 

$1,000,000 $1,000,000 

Net assets $1,000,000 divided by 8,000 shares equals $126 value per share. 

Afte) Increase 

Net Assets $1,000,000 Capital Stock $1,000,000 

Received fiom sale 200,000 Bui plus 200,000 

$1,200,000 $1,200,000 

Net assets $1,200,000 divided by 10,000 shares equals $120 value per share 

From this point of view the right to subscribe to a new 
share is worth $20, for the shareholder has been given the 
opportunity to subscribe at par to a stock that will be worth 
$120. This IS the value of a right attaching to a new share, 


‘I’ In spite of a criticism of the text in an article by Russell D Garner and 
Alfred S Foisythe, entitled "Stock Puichase Warrants and ‘Bights’,” ^ 
Southern Cahfoima Law Review 268,280, I do not behove it is necessary to 
change the text as originally written'. The authors of this aiticle aigued that 
according to the text, " a ‘light’ is also in the natuie of a cash divideiid ” 
They claim that "a dividend must be looked at from the standpoint of its 
creator, not its recipient ” The whole section of the text, as its headmg 
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and since four old shares are necessary to acquire the right to 
buy one new share (the capital having been increased 25 per 
cent, from $800,000 to $1,000,000), the value of the right 
attaching to an old share wiU be $5. Thus a stockholder 
owmng one share may sell his right, in effect, his right becomes 
a $5 dividend and the value of the share he continues to hold 
falls proportionately, that is, to $120. 

Formula for finding the theoretical value of a right. — The 
results shown above can be found by the use of the following 
formula’ 


The value of a nght equals 

P means premium, or the difference between the market price 
of the stock and the price at which it is offeied to the old 
shareholders. R means the rate of difference in the amount 
of stock outstanding, or the rate at which the old shareholders 
are given the right to subscribe. Using the illustration above, 
where $800,000 of stock worth $126 a share was mcreased to 
$1,000,000 and the new stock was offered at par to the old 
stockholders, we have the followmg’ 

$25 X 26 

Value of a nght « 


indicates, examines and intends to examine the effect of lights on the recipient's, 
that IS, the stockholder’s, position, for he is the one who is chiefly intciested 
m “pnoe of stock " From his standpomt, the right has the same effect as a 
dividend. If, as the text mdicatcs, ho sells the lights, then, though the text 
does not say at any place that the dividend is a cash dividend, it is indeed a 
cash dividend to hun See the article mentioned foi a very complete discussion 
of stock purchase warrants and rights and for many valuable citations 

It may be added that the Federal Income Tax Law does not tieat the 
receipt and sale of common stock dividends distiibuted to common stockholders 
as cash dividends (see page 570); the rule m such cases is that the shares sold 
aie tieated as part of the ongmal shares purchased, inoi eased by the dividend 
shares Thus, if I buy 100 common sliaies at 00 ($6,000) and get a 20-shaTe 
common dividend, my cost pei share is now $6,000 divided by 120, oi $50 per 
share If I sold the 20 shares at $55 each, the taxable proht would be, 
not 20 times $66, but 20 times $5, or $100 In fact, whatever number of 
shares I sold at $65 would yield me a profit of $5 a share for tax purposes 

A few years ago the Philadelphia Stock Exchange dealt, not m nghts 
as they are dealt in on the New York Stock Exchange, but m warrants, which 
meant that the nghts wore quoted on a basis of the value attaching to a new 
share. The “Philadelphia lights” always had as many times the value of a 
“New York nght" as was represented by one share divided by the fraction 
of the rate of increase m stock Thus, if the stock weie increased 40 per cent, 
or two-fifths, the “Philadelphia nght” would be worth ^ times the “New 
York nght ” In the illustration given above, the value of the “Philadelphia 
nght” would have been $20, that is, foui tunes the value of the “New York 
nght” 
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The market price of a new share is theoretically the price 
which the old shareholders will pay plus the value of as many 
rights as aie needed to purchase one new share, or expressed 
differently, the market price of the old stock less the value of a 
right 

Practical effect of rights on price of stock. — Theoretically, 
it IS clear that the issue of new securities to which rights attach 
demands a downwaid revision of the market price. Prac- 
tically, however, this adjustment is often nullified or possibly 
emphasized by the many other elements that determine pi ice 
in the open market. New financing might be favorably 
interpreted as evidence of an increased volume of business and 
a sign of healthy growth. Interest in the company produced 
by press publicity and a favorable statement of conditions 
might, with increase of confidence in the ability of the com- 
pany to maintain dividends on the increased capitalization, 
provoke an improved demand and consequently a higher price. 
Quick assimilation of a new issue might strengthen the position 
of the stock, or a generally bullish market might often more 
than offset the normal downward adjustment. On the other 
hand, a reverse condition, which is just as likely to prevail in 
any of the above determinants, may cause a drop in the stock 
far below what the "right” adjustment would seem to war- 
rant. The downward tendency which theoretically should set 
in might not be attributed by the shareholders to a natural 
adjustment, and the skepticism of the few who did not under- 
stand the situation might cause some unloading that would 
push the price down lower than the level to which theoretically 
it should fall. The offermg for sale of any large amounts of 
stock will have the effect of depressing values, and if specu- 
lators, anticipating a drop m the price, should sell short in 
quantities, their own actions might result in diivmg the price 
downward. If the shareholders felt that the premium on the 
stock was artificial and that bankers were “rigging the 
mqxket,” they would try to sell their stock while the price was 
bemg maintained. This would make the task of price 
maintenance more difficult and probably impossible, with the 
inevitable result of a further decline in price. The entire 
situation is one governed by the laws of supply and demand, 
and the price will go up or down depending upon whether the 
amount desired by purchasers is greater or less than the 
amount offered for sale. 
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Observation has shown that in most eases the old stock 
and the rights attain their highest value a;t the beginning of 
the subscription period, and decline materially in value 
toward the end of the term The causes of this movement are 
again governed by the laws of supply and demand. At the 
beginning of the period the increase in the supply of the stock 
does not make itself felt in the market, as the new shares 
begin to be dealt in in anticipation of their issue, the increase 
in the number of shares depresses the price of the old stock 
and the rights along with the latter. Another reason is that 
many stoeldiolders postpone the sale of their rights to the 
last minute, thus bringing into the maiket a supply of rights 
at a time when there is little demand for them for the purpose 
of “evening up” odd lots, because those seckmg additional 
rights for that purpose have attended to their purchases early 
in the period. 

Mechanics cf rights. — Shareholders are not always awai’e 
that rights are to be issued. Unless authorization for increas- 
ing the capitalization must be obtained by amendmg the 
corporate charter, in which case the stockholders must vote 
on the change, the directors alone decide on the fiuancmg. 
Sooner or later, however, the shareholders are notified by 
letter of their claims to rights and are informed of the terms on 
which the new stock is being offered, the purposes for which 
the funds aic being raised, and the period durmg which the 
subscription privilege may be exercised. The warrant for 
the right to subscribe which is sent to the stockholder is a 
formal certificate specifying on its face the amount to which 
the shareholder may subscribe and the terms of the subscrip- 
tion; the reverse side contains the subscription blank and a 
form for assignment in case of transfer. By negotiating with 
the treasurer of the company, who is generally the oflicer in 
charge of all transactions concemmg the rights, the share- 
holder, if he desires to use only part of the subscription privi- 
lege, may have his warrant exchanged for other warrants of the 
same aggregate principal amount, the separate warrants beiug 
disposed of as he may choose. Fractional rights are generally 
represented by certificates worded somewhat differently from 
certificates of full rights, and printed in a different color. 

Damages for failure to recognize shareholders’ rights. — 
Directors who fail to extend to stockholders the rights to 
which the latter are entitled, where such practice is legally 
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required, may be compelled, by a bill iu equity, to accord the 
shareholder his “rights." If specific perfoimance is impos- 
sible because the new shares are already iu the hands of 
innocent purchasers, the shareholder may recover damages, 
the extent of his claim is measured by the difference between 
the price at which the injured stockholder could have pur- 
chased the stock from the company under his right and the 
value of the shares at the time of the company’s refusal. 
Before suit can be instituted, the shareholder must have 
demanded the shares from the company and the latter must 
have actually refused to lecognize the right 

Old security holders as prospects. — The obligation to offer 
the stock first to the old shareholders is by no means a hard- 
ship to the company, a thoroughly satisfied stockholder is a 
very good prospect, and the larger the group of ready buyers 
of the company’s securities, the lower will be the cost of dis- 
posing of the issue. The complete absorption of a new issue 
by the old stockholders is, moreover, a reasonable sign that 
the purchasers are for the most part investors whose holdings 
will lessen the chances of haim to the company from manipula- 
tion by speculative traders. For these reasons, new issues 
of securities arc frequently offered to old security holders who 
have no inherent right to subscribe Thus, though bond- 
holders have no inherent right to subscribe to new issues of 
stock or of bonds, they are often given the privilege of sub- 
scribing to a new issue of stock that has not been fully sub- 
scribed for by the old stockholders. Neither stockholders nor 
bondholders have an inherent right to subscribe to new issues 
of bonds, but the priviloge to subscribe to bonds or notes may 
be extended with advantage to both bondholders and stock- 
holders The difficulty, however, with offering rights to 
bondholders is that unless such holders are registered, they are 
not easily reached 

Offering securities to creditors. — ^Another group of buyers 
that may be approached by a going concern is its creditors, 
though the practice is usually limited to cases of readjustment 
and hquidation, where the stock of the new organization is 


“New England Telephone, in the last twenty years, has gone to its stock- 
holders thiiteen different tunes for money, and always with a hearty response 
on their part ” Boston News Bureau, September 6, 1917 

An example is the sale m 1924 of $6,000,000 of debentures to the stock- 
holders of the Maxwell Motor Corporation, 
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offered to the creditors of the old company in full settlement 
of the debts. Specific instances illustrating such arrange- 
ments are quoted in the chapter on reorganizations and 
readjustments. Occasionally, however, creditors of a pros- 
perous concern may be expected to make investments as a 
token of appreciation and as a bid for continued patronage 
Probably some of the large electrical equipment companies have 
made mvestments in customer companies for these leasons. 

Customer ownership. — In the matter of selling to cus- 
tomers, the newly organized company has obviously a limited 
field of appeal, whereas the going concern, with its established 
trade, finds the customer who is familiar with the business and 
its earning power a good prospect. The co-operative distribu- 
tion of profits to the very ones who make the profit possible 
is appealing. The corporation, by having its customers own 
the stock, is assured of their patronage. The plan is very 
well adapted to public utilities, which have much to gain by 
making the public financial partners in the enterprise. If the 
users of the service are its owners, theie is sure to be less fric- 
tion and misunderstanding between the service company and 
the public. While industrial concerns may part company 
with a disgruntled customer, public utilities must continue to 
serve, and good feeling, therefore, is quite imperative. With 
a wide customer ownership, the likelihood of political opposi- 
tion and legislative attack is lessened. Stability of ownership 
through small lot sales allays the evils of speculation. Public 
utilities, through extension of rails, wires, or pipes, can 
continually expand their operations, and they therefore have 
constant need for the funds that may come from a continuous 
sale of securities to customers. Besides these advantages, 
there is the possible advantage of economy that may result 
from selling securities direct. This economy is discussed 
on pages 377-9. Moi cover, corporations soiling securities to 
customers have often obtained better prices for their stock 
than the shares werb" worth, sometimes,' unfortunately, 
through the use of sharp practices in their selhng campaigns. 
A corporation that overcharges for its stock always faces the 
danger of earning the ill wiU of its customers if its promises 
are not fulfilled or if the customers discover that they can get 
the same stock at a lower price through a broker. 

Customer ownership has for the most part been promoted 
through the sale of preferred stocks, a practice which has 
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proved beneficial not only to the owner but to the corporation 
as well. The owner has found that his preferred stocks can 
resist the piessure of a stock market collapse. The corpora- 
tion has found that by marketing preterred stocks that 
substantially maintain their values during a severe depression, 
it is in a position to continue to carry on ownership 
distribution. Fuitherniore, the financial structure of cor- 
porations resorting to the practice of selling stock to cus- 
tomers has improved, as compared with that of concerns 
which do not follow that practice. The improvement hes 
m a reduction of funded debt and the elimination of heavy 
fixed chai’ges. Where customer ownership is not used in 
financing additions to capital, the corporation generally 
secures funds through the sale of securities, with the aid of a 
banker. Repeated attempts at raising capital through 
bankers invariably result in issues of bonds and notes, obliga- 
tions which create burdensome fixed charges, 

The sale of stock to customers makes for diffusion of owner- 
ship, a situation that has a distinct social and economic value.*® 
The success of customer ownership in the public utility 
field has been truly remarkable. The National Electric Light 


“ Soe Bruner, “Influence o£ CueUnaei Ownership on the Financial Sfciuoture 
of Public Utilities,” Jownal of Land and Public Utility Economics, Oot , 1926. 

“ Tho diffusion of stock owncisJup, whethor it be thiough customei owner- 
ship, sale of stock lo employees, or a soatteiing of sharps thiough other means, 
tends to make the public butter acquainted with secuiities and to give them a 
clearer undoi standing of tho economic functions of capital 

In 1 eoent years theio has been a persistent giowth in the number of stock- 
holdeis of recoid Prom the peiiod 1916 to 1921, a great diffusion of ownership 
occurred, wealthy people representing a much smaller propoition of all corporate 
stockholders in 1921 than had been the case piioi to 1016 Fiom 1921 to 1927, 
the proportion represented by large stockliolflcra remamed fairly constant, 
m spite of the increase in the numbei of stockholdeis of lecoid. See “Diffusion 
of Stock Ownership in the United States,” Gardmer 0 Means, Quatterly 
Jownal of Econoimcs, August, 1930 This study shows that the total number 
of stockholders in 31 large corporations for which information was available 
from 1900 to 1928, mcieased steadily fiom 226,643 m 1900 to 1,419,126 m 
1928 A later study shows that'fiom tho fli'st quarter of 1929 to the first quarter 
of 1933, common stoclcholdcrs in 60 leading corporations increased from 1,626,- 
000 to 3,600,000 After the flist quarter of 1933, the figure started to decline 
and at the begmning of 1937 had fallen off 100,000 See Loman, “ Changes m 
Secondary Distribution of Equity Securities,” 38 Journal of American Staltsltcal 
Assn , No 201, p 21. Separate figures are presented ior growth of the number 
of stockholders m the three largest corporations: the American Telephone & 
Telegraph Co , the United States Steel Corporation, and the Pennsylvania R R. 
In the Ameiicon Telephone <& Telegiaph Co , the number of stockholders 
moreased from 10,000 in 1901 to 647,000 in 1938; in the Pennsylvama R R. from 
28,408 m 1902 to 214,532 in 1938; and in the United States Steel Corporation 
from 16,887 in 1901 to 219,727 in 1938. 
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Association appointed a committee to study the subject, which 
committee obtamed data from 156 electric light and power 
companies In 1914 the companies wiuch attempted to sell 
to their customers succeeded in selling 92,310 shares and in 
obtaining 4,044 new stockholders. In 1922 the 156 companies 
sold 1,750,707 shares and obtained 198,018 new stockholders. 
During the mne years fiom 1914 to 1922, 3,433,338 shares 
were sold to customers by the 156 companies and 423,587 
new eustomei-stockholders were obtained Since the total 
number of customers was 7,698,313, about 5 }^ per cent of all 
customers became stockholders Seventy-five of the com- 
panies reported on the cost of selling per share. The aveiage 
cost was $4.39, the extremes being five cents 2)er shaie in one 
case, and $9.64 per share in another case. It should be 
added, however, that all these figures include sales made not 
only to customers, but to employees and others, without 
the aid of a financial agency. The committee of the 
National Electric Light Association recommended that the 
sale of customer ownership securities be conducted (1) through 
the sale to employees, (2) through employees to customers, (3) 
through paid salesmen devotmg their entire time to the 
activity. The general experience seemed to mdicate the 
necessity for having a certain number of paid and trained 
salesmen at all times. 

Later figures — ^for example, those given in the 1930 report 
of the National Electric Light Association®^— show that more 
shares were sold to customers in 1927 than in any one year 
since customer ownership became popular. A total of 
3,581,206 shares was sold in that year to 249,491 customer- 
shareholders. In 1924, however, a still larger number of 
customer-shareholders was added, namely, 294,467, who 
purchased a total of 2,478,165 shares. The unusual stock 
market conditions during 1927-1929, when common stocks 
were in demand, told m the record of customer stock owner- 
ship. In 1929 many of the utilities resorted to financing 
through the sale of common stock, which caused a decline in 
customer ownership activities. In that year only 1,447,853 
shares were sold to customers and only 87,498 customers made 
purchases of the stock. 

The National Eleotrio Light Association was suooeedod m 1932 by the 
Edison Electric Institute, No later data than that mentioned above were 
available in 1939 on the subject ol customer ownership The pubho utility 
companies made practically no effort durmg the thirties to laise capital through 
sdhng securities to customers. 
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In the industrial field, the original American Druggists’ 
Syndicate** offers perhaps the best illustration of sales to 
customers. This company, with approximately 10,000 share- 
holder-agents who possessed practically all the stock, sold its 
products mainly through its stockholders and thus was assured 
of a constant demand for its manufactures. That the stock- 
holders were thoroughly satisfied with the plan is unquestion- 
able, for in 1920, when the stock was increased 100 per cent, 
eveiy shareholder exercised he "rights” and doubled his 
investment in the company. 

Selling securities to employees. — A corporation can rarely, 
if ever, depend upon its employees to furnish needed capital 
through the purchase of its stock.®* Organizations which 
have made a practice of offermg their securities to employees 
have done so primarily to maintain the goodwill of the workers 
and have adopted the practice as a profit-sharing scheme.*^ 
The United States Steel Corporation, which inaugurated the 
policy in 1903, even purchased back its own securities in the 
open market at times in order to be able to offer them to its 
employees. Pasnnent bemg on an installment basis, the rais- 


Thw company meiged with the Vadsco Sales Coip m 1920, and stock- 
holders exchanged their stock for shaies m that company 

” There aie exceptions to this statement In 1921, it was said of Boll 
Telephone stock that “one shaieholdei out of every foui is a telephone employe, 
and ono telephone employe out of eveiy four is a stockholder ” Satin day 
Bvemng Post, May 21, 1921, page 12 

A study of employee stock purchase plans, made by the National Indus- 
trial Confcicneo Boaid, shows that employee ownership became popular m 
1919 and that fiom then to 1923 the numbei of plans instituted was on the 
increase In 1924 a decided decline was mdicated No hgmes are available 
showing the number of employee stockholders added by the adoption of plans, 
and it is impossible also to toll whether there was a declme in the number 
of new employee stockholders as a result of the dechne m the numbei of con- 
cerns mstitutmg employee stock purchasmg plans 

Employees who looked upon their stock owneiship as a grant fiom manage- 
ment or as a profit-sharmg scheme were soiely disillusioned when, duimg the 
depression, they found then investments not only shrmkmg in value but m some 
cases becommg a habihty Management also regretted the losses to their 
employees and m many cases took steps to alleviate the condition While 
employee stock-ownership ns a profit-sharmg scheme and as a pieventive of 
industrial confiiot has not been abandoned m mdustiy, many of the larger 
corporations have abohshed then plans The Umted States Steel Corporation 
teimmated its employee stock subsoiiption and profit-sharing plans m 1985 
The Amenoan Telephone & Telegraph Co. discontmued its stock purchase plan 
as to aoooptanoe of fuither subscriptions m 1933 and wound up the plan a few 
yoais later, Soo “Survey of Experiences in Profit Sharing and Possibilities of 
Incentive Taxation,” Senate Report 610, 76th Oongiess, Ist Session (1939) 
p. 203 for comment on abandoned stodk ownership plans 



SELLING SECURITIES 


353 


ing of capital by such sales can enter into the question only as 
a minor purpose. Managers of relatively small companies, 
however, may be successful in turning to salaried employees to 
satisfy their moderate demands for new capital. On the whole, 
the subject of employee ownership is a study more appropri- 
ate to a book on management than to a book on finance. 

Reliance upon friends to furnish capital. — A successful 
going concern of some size may be able to raise capital without 
resorting to an appeal to personal friends of the managers, 
whereas a newly organized company or a small going concern 
might find such an appeal the only source for obtaining new 
fixed funds. This method tends, however, to convert what 
should be a business relation mto a personal obhgation, a 
condition that may have serious drawbacks. Moreover, 
the friend whose investment is sought may be as difl&cult to 
convince as any skeptical prospect. 

But it must not be imagined for one moment that friends 
of the proprietors of a business, be it a partnership, or a 
corporation, or any other of the previously enumerated forms 
of organization, are an unimportant source of funds. In many 
cases, as is above indicated, they are the only source, and 
rightly so. Objection may be raised at once that we have 
pictured a hard state of affairs for many business men, the 
question is asked: what of the man or group of men who have 
no friends with available funds? The question may be 
answered by another question what of the business man who 
has no brains, or no technical skill, or experience'!’ Let it be 
understood immediately, then, that the cultivation of friends 
with financial means is an important task of every executive. 
He must let such men know of his ability and of his proved 
moral worth. Mr. Charles R. Flint, in his “Memories of an 
Active Life, ” says that James StiUman, the elder, when asked 
for his formula for success, said, “I have always cultivated 
the acquaintance of the rich. ” And we might add to this the 
statement made to the author by a man very well known in 
business and banking circles, the late Mr. Geoige Plimpton: 
“Early in my life I discovered that it was just as easy to asso- 
ciate myself outside my business with men of means as with 
Tn eri without that power, and I made it a rule to seek out the 
acquaintance of big men and to maintain that acquaintance.” 

Selling securities to the general public. — ^Although stock- 
holders, bondholders, creditors, customers, employees, and 
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friends provide much investment capital, it is the general 
public that absorbs by far the greatest share of financial 
offerings.®® These offerings may be classified as pure invest- 
ments, legal investments, business men's investments, and 
speculative securities. 

Pure investment securities — A puie investment provides 
the investor with a security possessing ready marketability, 
definite minimum rate of mcome, and great safety as to 
principal. The investor assumes a minimum of risk and 
m return sacrifices control m the corporation, a high rate of 
income, or both. Among such securities are bonds protected 
by a mortgage on property whoso earning power is several 
times the amount required for interest. To eliminate the 
element of risk still further, the issuing corporation should be 
a going concern the nature of whose busmess and the personnel 
of whose management will without doubt guarantee stable 
earnings. Preferred stocks of well established corporations 
with excellent dividend records (especially when such stocks 
ai’e cumulative, protected, and have preference as to assets) 
are given a high investment rating. Common stocks gen- 
erally fall short of a high investment rating, since their value 
moves too freely with the fluctuating earnings of the cor- 
poration. However, the standard of investment security is 
occasionally approached by the stocks of corporations which 
supply an article or service for which there is a constant 
demand, engage in an industry with thoroughly understood 
and standardized processes, offer a low financial risk, hold an 
established record of dividend payments, present an excellent 
financial history, and are undisturbed by poor management or 
manipulation by controlling interests. 

The people who buy what we have called pure investments 
are those who may invest their funds as they please, but who 
are chiefly dependent on the income from their investments. 

Legal investments — A security having all the desirable 
characteristics mentioned above may yet, by law, be an 
improper investment for fiduciaries — trustees, savings banks, 
and life inswance companies, the three great classes of 
investors. The investments of such institutions are governed 


See fooUiote 20, page 350, for growth of public’s interest jn security 
purchasing The pubho has boon educated in the buying of securities by dueot 
effoits on the port of investment bankers to interest small investors through 
customer ownership campaigns and through the hberty bond sales campaigns. 
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by laws differing in the various States. In New York, if no 
documentary mstractions are given the trustee, the State laws 
governing investments of savings banks apply. These laws 
enumerate the kinds of securities that may be purchased , they 
exclude the stocks of any corporation, the bonds of industrials, 
the bonds of public utilities unless these meet certain require- 
ments, real estate mortgages outside New York State, railroad 
bonds which are not first mortgages in whole or in part, and 
unimproved leal estate. The' only investments permitted 
to trustees are various forms of government securities, real 
estate mortgages on property within the State, and railroad 
and public utility bonds issued by companies which have been 
able to meet certain requirements as to earnings. Trustees 
who make investments not permitted by the State are liable 
personally for any loss that may be sustained. Though securi- 
ties that cease to be legal after they have been purchased by 
trustees need not be sold immediately, they must be disposed 
of within a reasonable time. In most States, a raih'oad or a 
public utdity must have an unbroken dividend record of 
about five years’*® before its bonds will be restored to the list 
of legal investments; in order, therefore, to preserve the 
investment credit of a corporation, its managers must use 
care to keep the eligible bonds on the “legal list” — once off, 
they remain off for five years. 

Business men’s investments . — Securities which promise 
a fair rate of income with little risk are sometimes called 
business men’s investments. The busmess man may take 
a greater risk than the trustee, who is holdmg securities for 
people whose sole income is likely to be derived fiom the 
proceeds of the trust estate. He is willing to take some 
risk, but in choosing his investments he demands a fairly high 
rate of income. The company whose securities he selects need 
not have an established record, nor need it be more than a going 
concern of recent organization whose managers, the business 
man feels, can take advantage of a growmg market for the 
company’s product. In any event, the corporation must be 
substantial and the outlook must promise stabihty. Busi- 
ness men’s investments embrace most preferred and many 
common stocks of strong industrial compames. 


In 1931 the Legislatures began to show a disposition to mitigate the lule 
temporaiily because of the depiession 
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Speculative securities . — The difference between investment 
and speculative securities lies wholly in the element of risk, 
which, m turn, depends almost entirely on the amount of knowl- 
edge available concerning future earnings. This latter, in fact, 
determines the classification of any security, and since every 
gradation of risk may be found in the securities placed on the 
market, the delimitation of the classes of secuiities can by no 
moans be arbitrarily fixed. A security may pass from the 
stage of speculation to that of pure investment. But when 
a security has been issued by a newly organized company 
whose performance is yet to be tested,^ by an oil company 
without settled production, by a mining project, or, in fact, 
by any pioneer project, it is unquestionably a speculative 
security. 

Security rating. — Several publishers of investment serv- 
ices®'' undertake to compile all infoimation pertinent to securi- 
ties of . corporations and to publish ratings of securities for 
which statistical material is available. These ratings take 
the form of symbols, which are explained in the particular 
publication. It behooves the company management, where 
such rating is given, to maintain for its securities as high a 
position as possible. Indeed, every corporate official ought 
to look ahead to the day when the securities of his conjpany 
will be rated. In the meantime, if proper attention is given 
to the factors that make for good rating, securities will be 
more salable than they would be if the investor’s viewpoint 
were entiiely neglected until the very moment when a new 
issue is about to be launched. 

State regulation of security issues. — In most States, 
securities cannot be offered to the public without the consent 
of some official body exercising the powers of what are 
generally known as the blue-sky commissions. The laws 
of the several States are not in agreement; persons and 
corporations undertaking to sell securities should consult 
the statutes of the several States in which the securities 
are to be offered. 

The blue-sky regulations are of two types.®® (1) laws, 
generally called blue-sky laws, designed to prevent the 

The best-known agencies are Moody’s Investors Service, Fitch Services, 
Standard Statistics Service, and Poor’s Services 

“ See ‘‘A Study of the Economic and Legal Aspects of the Proposed Secur- 
ities Act,” prepar^ by the U S Dept, of Commerce, outlinmg the history of 
securities legislation m the United States. 
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issuance of fraudulent securities, and (2) laws of a punitive 
character, called anti-fraud acts. Most of the laws regulating 
the issuance of securities come within the first group; in the 
second are those of New York, New Jersey, and Maryland. 

While the blue-sky laws vary considerably from State to 
State, they generally make two requirements: (1) that dealers 
engaged in direct offerings of securities be qualified, registered, 
oi licensed, and (2) that the sale of specific issues which are 
subject to the laws be licensed. The fundamental idea is to 
protect the public from general offers of securities the value 
of which may be questionable. Securities of admitted 
strength, including government issues, offerings of railroads 
and public utilities which are subject to approval by State 
regulating bodies, and securities Ikted on the New York Stock 
Exchange and other established exchanges, are exempted 
from the blue-sky requirements. 

Concerns — generally including Massachusetts trusts as 
well as corporations — ^making offers of securities in the State, 
whether they have an office there or not, are subject to the 
provisions of the law. In practice, however, sale of securities 
by mail from outside the State cannot be controlled except 
through co-operation with the Federal postal authorities. 

Regulation of dealers may involve the filing of reports 
giving the names of the members of the film and a statement 
of its resources, the filing of a bond, and the payment of a 
hcense fee. The regulation of specific issues generally 
involves' an application for a permit to sell a particulai’ 
security in the State. The application calls for detailed 
information concerning the security and the terms on which 
it is to be sold. The commission is given authority to make 
an independent examination. The compensation of the pio- 
moters is sometimes put under the control of the commis- 
sion and stocks which the promoters receive are required 
to be deposited in escrow with the commission till the cor- 
poration has shown that its earning power justifies the price 
at which the securities are sold. Disputes between the 
commission and dealers ape settled through appeal to the 
courts. 

The securities commissioners of the States have drawn up 
special rules relative to issues of investment trust securities. 

State control of public utility issues. — ^Public service cor- 
porations are now generally required to operate on the plan 
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of cost of service plus a reasonable return on the capital 
invested. In order to simplify the problem of public utility 
rates, most pubhc service commissions have been given 
authoiity to regulate the issuance of securities by the cor- 
porations under their jurisdictions. Before a corporation 
can issue securities of any kmd, an apphcation must be made 
to the public service commission, statmg the form of security 
and the purpose for which the proceeds are to be used The 
public service commission may withhold its permission, and in 
such case will usually write an opinion giving its reasons. 

Federal regulation of security issues. — ^While State regula- 
tion of security issues has done much to protect the investor, 
it has not been entirely effective owing to lack of uniformity 
in the State laws, and to evasions made possible through 
sales on an interstate basis. To overcome these weaknesses 
Congress enacted the Seemities Act of 1933, which went into 
effect on May 27, 1933. The Federal Act docs not mterfere 
with the operations of the State blue-sky laws,®® or with the 
functions of the State public service commissions m their 
regulation of security issues. Congress also passed the 
Securities Exchange Act of 1934 to safeguard the public in 
security transactions through stock exchanges and other 
securities markets. For an explanation of this Act, see page 
369. 

Securities Act of 1933, as amended. — The Securities Act 
of 1933 has been i of erred to throughout this text wherever 
it has had relation to the subject under discussion. Here the 
purpose is to show the nature of Federal regulation of the 
issuance of securities. The Act requires that before new 
offerings of securities are made to the pubhc by the use of the 
mails or the channels of interstate commerce, specific informa- 
tion concerning the new offering be disclosed m a registration 
statement which must be filed with the Securities and Ex- 
change Commission The Act exempts certam issues and 
transactions, contains certain requirements as to the contents 
and use of prospectuses m connection with the sale of securi- 
ties, and imposes civil and criminal habilities for violation 
of the Act and for sale of securities through fraud or misrepre- 
sentation. Some of the provisions wifi, be referred to briefly. 

See Russel A. Smith, '‘The Relation of Federal and State Securities Laws,” 
4 Jjaw and Contempmary Prnbhms 241 (1937); same author, “Blue-Sky LavrS 
and the Federal Seouritiea Acts,” 84 Mtoh L. Rev. 1136 (1936). 
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Exempt securities and transactions. — Registration, the 
act of filing a registration statement, is lequired for all 
classes of securities — that is, stocks, bonds, debentures, notes, 
voting trust certificates, and the like — except those specifically 
exempt from the Act. The exempt securities include. (1) 
United States Government obhgations, (2) territorial bonds, 
(3) obligations of Federal instrumentalities, such as Federal 
land bank bonds; (4) State and mumcipal obligations, (5) 
railroad securities, (G) shoit-term paper; (7) securities of 
building and loan associations, (8) leccivers’ certificates; 
(9) certain issues aggregating less than $100,000, at the 
option of the Comimssion, and (10) securities which are pait 
of an issue sold only to residents of one State, ptovided that 
State is the State of incorporation of the issuer, and one in 
which the issuer is doing busmess. 

The classes of transactions which are exempt from the Act 
include* (1) transactions by persons other than the issuer, 
underwnter, or dealer, (2) transactions in new issues, not 
through an underwriter, and not involving a public offering, 
(3) brokers’ transactions executed upon unsolicited cus- 
tomers’ orders; and (4) exchanges of securities in recapitaliza- 
tion and reorganization plans. 

The prospectus . — Aa a further means of acquainting the 
purchasing public with the chai*acter of the securities offered, 
the Act requires that the sale or delivery of securities must 
be accompanied or preceded by a prospectus which must 
contain mformation similar to that set forth m the registra- 
tion statement. Certain requii’ements are set up by the Act 
for keeping the information in the prospectus up to date in 
cases where it is used more than thirteen months after the 
effective date of the registration. The prospectus is further 
discussed on page 380. 

Effective date of registration and stop orders. — Ordinarily 
the registration statement becomes effective on the twentieth 
day after receipt of the statement by the Commission. If it 
appears that the registration statement mcludes any untrue 
statement of a material fact or neglects to state any material 
fact required to be stated therein, or necessary to make the 

® The average buyer of seem itiea ’does not see the legistration statement 
which IB m ffle in Washington, D. C. Howevei, the leading statisUoal services 
and financial journals analyze the statements that are of inteiest generally, 
and publish important facts disclosed theiem. 
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statement therein not misleading, the Commission may 
suspend the right to sell the securities by issuing a stop order. 
The stop order ceases to be effective when the registration 
statement is satisfactorily amended to meet the Commission’s 
criticisms. 

It must constantly be borne m mind that the purpose of the 
Act IS not to prevent the sale of speculative securities, or to 
pass upon the value or soundness of any security. Its sole 
function is to see that full and accurate information as to 
the security is made available to purchasers and the public, 
and that no fraud is practiced in connection with the sale of 
securities. 

Securities supervised by Interstate Commerce Com- 
mission. — Under the provisions of the Transportation Act 
of 1920, the right to regulate the issuance of securities by 
steam railroads has been vested in the Interstate Commerce 
Commission. As indicated above, the Secmities Act of 1933 
exempts laihoad securities from the necessity of registration 
and from the requirements as to contents and use of 
prospectuses. 

Supervision tmder the Public Utility Holding Company 
Act of 1936. — The Public Utility Holding Company Act, 
which is administered by the Securities and Exchange Com- 
mission, requires registration by companies which own or con- 
trol 10 per cent of the voting power of retail electric and 
gas companies, or which otherwise exercise a controlling 
influence. The Commission exercises jurisdiction over such 
registered holding companies and their subsidiaries with 
respect to the issuance of securities, security transactions, 
intercompany loans, and other financial and administrative 
matters.”^ A declaration, caUing for information somewhat 
similar to that required for the registration of securities 
under the Securities Act of 1933, must be filed with the Com- 
mission with respect to any proposed issue of securities. The 
declaration becomes effective unless the Conomission finds that 
the security issue fails to meet the standards set forth by the 
Act for determining the financial structure of a company 
and the nature of the securities which may make up that 
structure. Sales cannot be undertaken until a declaration 
is effective. 

See pages 696 et seg for further discussion of other methods of controlhng 
holding companies under the Pubho Utility Holding Company Act of 1985, 



CnAPTER XXI 

SELLING SECURITIES (Continued) 

Classes of ultimate purchasers of securities. — In the pre- 
vious chapter we outlined at the outset the classes of persons 
to whom a special appeal could be made in the sale of corpo- 
rate securities. Before turning to the general public as an 
outlet for the sale of stocks, bonds, and notes, we made a 
classification of these securities on the basis of their invest- 
ment positions We are now ready to classify the persons 
and institutions that make up the so-called general investing 
public. They are as follows. 

Classes of Purchasers: 

Trustees, savmgs banka, insurance companies. (6) 

Busmess and philanthropic organizations. (5, 6) 

Persons dependent on investment income. (4, 5, 6) 

Business concerns. (4, 5) 

Business men. (3, 4, 5) 

Speculators. (1, 2) 

Investment compames or investment trusts. (1, 2, 3, 4, 6, 6) 
The numbers after each class refer to the following classes of 
securities of which the respective classes of purchasers are 
prospective buyers. 

Classes of Securities: 

1. Common stock of new companies. 

2. Preferred stock of new companies. 

3. Common stock of old companies. 

4. Preferred stock of old companies. 

5. Bonds of old companies. 

6. Bonds of special companies (railroads, and in some 
States, public utilities). 

This tabulation, it will be understood, provides only a 
rough guide. An old company’s securities may be just as 
much of a speculation as the securities of a new company. 
The investment position of a company depends on its demon- 
strated ability to earn regular mcome for its security holders. 

361 
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Sale of securities in units. — A sale of securities in units 
is an arrangement whereby a certain number of shares of 
preferred stock and a certain number of shares of common 
stock of the same company are sold together for a fixed sum. 
For example, the sale of the convertible preference shares of 
the Hershey Chocolate Corporation was made in units of ten 
convertible preference shares and three non-par common 
shares for $740 per unit. 

The sale of stock m units may be considered a variation of 
the bonus plan under which common stock was given, without 
a price attached thereto, with the sale of preferred stock. 
The unit plan attributes more importance to the common 
stock than the straight bonus plan. The sale of shares in 
blocks or units accomplishes the following additional purposes * 
(1) the securities are made attractive to investors who look 
for an opportunity to get more than a fixed return when the 
company’s profits expand; (2) the corporation maintains 
a definite relationship between outstanding pieferred and 
common stock; (3) stock can be sold in such umts as will 
meet the demands of investors at the time the securities are 
issued. Thus, the units may consist of preferred stock, war- 
rants to purchase more preferred stock, and common stock; or 
preferred stock, common stock, and stock purchase warrants 
for additional shares of common stock. If securities are sold 
in units requiring an investment of a large sum of money, the 
distribution of the securities will naturally be made among a 
smaller group of investors than if each share is sold separately. 

Agencies through which securities are sold. — Sale of secu- 
rities is effected directly or through agencies. The usual 
agents are investment houses ^ These may be classified 
as wholesalers, combined wholesalers and retailers, and dealers 
or smaller retailers. The wholesaler buys directly from the 
corporation and depends upon retailers and small dealers to 
distribute the securities. Only a few investment houses, 
Morgan Stanley & Co. and Kuhn,Loeb & Co., for example, 

^ Siueo the enactment, of the Bauhmg Act of 1933, a national bank or state 
bank which is a nicmboi of the Federal Reserve System may not underwrite 
securities on or after June 16, 1034, nor may any national or state member 
bank be affiliated after that date with any organization engaged prmcipaJly 
in the issuance or distribution at wholesale or retail of investment securities 
National and state member banks of the Federal Reserve System may buy 
and sell stocks solely upon the order and for account of customers, and to a 
limited extent foi their own account. 



SELLING SECURITIES (CONTINUED) 363 

limit themselves to purely wholesale deahngs. Most of 
the larger investment houses act as wholesalers and retailers, 
buying whole issues of securities alone or with others in a pur- 
chase group^ and distributing the securities to individual 
investors or institutions.® Retailers distribute to individuals 
or institutional investors the securities which they have 
obtained by ]oimng a selling group, or for which they have 
obtained a dealer’s allowance. They sometimes, however, 
buy whole blocks of securities from a corporation and resell 
a part of the issue to other houses. 

Most investment houses sell securities of any corpora- 
tion regardless of the industry. Some, however, specialize 
in particular classes of secunties. Thus, Bonbright & Co. 
have long been known as specialists in public utility securities.* 

The investment banker’s business is to make money 
by buying an issue at one price and soiling it at a higher. 

It is not his business to purchase for the sake of the income 
from the securities. He will keep a security pei force if 
he cannot sell it, but only until he can find a purchaser or a 
generally improved market. If compelled to carry a security 
himself, the banker is in httle better position than a merchant 
who caimot dispose of the goods on his shelves.^ Although • 
bankers are very careful in the selection of securities which 
they buy, their judgment is not infallible. The bankers who 
purchased at 98 the issue of $48,000,000 of 3) 2 per cent 
debentures of the Bethlehem Steel Corp. in 1937, were com- 
pelled to hold almost the entire issue on account of a dechne 
in the market price to 78 ® If the issue offered to a banker is 

2 When a film buys new securities fiom an issuer, it is peifoiming the func- 
tion of an. otiginator and is known as the otiginaimg house, when it purchases 
secunties fiom an origmator as part of a pui chase gioup, it is called a paUmpant 
(See, however, footnote 15, page 404 ) The function of undprivriting was 
becoming so highly speoiahzed toward the close of the thirties that a sharpei 
segregation of the undcrwntmg function fiom the letailmg function was becom- 
ing noticeable See Chapter XXII, “Underwiiting, Syndicating, and Distnb- 
utmg Securities ” 

* As a practical expedient, the lists of seounty dealers may be consulted 
These are usually arranged geographically See, foi example, “Bankers and 
Brokers Direotoiy,” published semiannually by Wilhams & Co , New York 
City; and “Seounty Dealers of North Amonoa," pubhshod by Herbert D 
Seibert & Co , New York City. 

* The great difference between the banker and the commodity merchant 
IS that the former may borrow money using his wares as collateral without 
cost — the return on the securities usually being equal to the mterest on the 
loan — ^whereas the latter's commodities are not self-sustaming m this way 

‘ See Haar in ga, Part 13, Investigation of Railroads and Holdmg Companies, 
p 6585. 
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too large for him to handle alone, he may form a syndicate, the 
participants in which agree to purchase a certain portion of 
the issue. The nature and functions of the syndicate, which 
IS known as a “purchase group,'' are discussed in jihe following 
chapter.®® A 

Functions ra the investment banker. — The investment 
banker’s main function is to sell securities to his clients. 
Before he is in a position to do this, however, certain important 
incidental functions arise. These may be listed as purchasing, 
advising, protecting, selling, trading, and service ® If we 
understand these functions, we shall realize why it is true 
that some bankers are more successful in selling securities 
than are the self-styled bankers who are not equipped to per- 
form such functions, and why the well organized investment 
bankers are generally more successful m selling securities 
than a company that undertakes to sell its own stocks or 
bonds. Large investment houses generally perform all of 
the functions described below; smaller houses may be equipped 
to perform only some of them. 

The purchasing function . — The investment banker’s clients 
are investors and business men; the securities he offers must 
be investments, or else the risk involved in them must be 
described The banker must be careful, therefore, to know 
exactly what he is purchasing.'' This the banker with his 
force of experts and statisticians is in a position to do. An 
investigation made by a banking firm will cover a general 
and commercial reseaich made by statisticians in the buymg 
department, an engineeiing examination generally conducted 
by engineering experts employed by the buying department, 
a legal examination conducted usually by a well-known firm 
of corpoiation attorneys hkewise employed by the buying 
department, and an audit conducted by an employed firm 

See footnote 15, page 404 

' Prior to the enactment of the Banking Act of 1933, investment houses 
also performed the function of banking. It was the common piactioe for 
customers to leave funds with the investment house foi safekeeping until 
enough was accumulated to put mto further investments Under the Act, no 
person, firm, corporation or other organization engaged m the busmess of 
issumg, underwriting, selling or distnbutmg seounties may, after June 16, 
1934, engage m the business of receiving deposits Nor may a pnvate banker 
engage m the seouiity wholesaling and retailing business For restrictions 
against national and state banks, see footnote 1. 

' The Seounties Act of 1933 places such great responsibility upon bankers 
who offer new issues of seounties, for defects in the registration statement, 
that most careful mvestigation is essential for their protection. 
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of accounting experts. Such an investigation into the cor- 
poration’s past record or into the circumstances surrounding 
a new project, yielding a comparison with other companies 
in the same line of business, together with a general under- 
standing of the conditions of the market, provides the 
banker with data from which to judge the advisabihty of 
purchase. The result to the banker and to the client, assum- 
ing that the former acta intelligently and courageously on 
the facts developed by the mvestigation, is the reduction of 
risk to a minimum Since such an investigation consumes 
time and is expensive, the investment banker may make a 
preliminary contract with the corporation taking an option 
on the issue for a certain period. This prevents the corpora- 
tion from negotiating with any other bankers while the inter- 
ested banking firm is making its study. 

Advising the corporation and the client. — Investment 
bankers act as financial experts in giving advice to corpora- 
tions and in working out financial plans. Because of their 
knowledge of financial conditions, they may determine the 
appropriate type of security to issue, whether stock, bonds, 
or notes, and in this way make possible the successful com- 
pletion of financing. Moreover, the banker advises his cor- 
porate client as to the most appropriate time to float an issue 

To his customers, the banker gladly furnishes advice or 
information on any security. He may offer to examme the 
investments owned by his customers and make recommenda- 
tions for changes that will benefit the investor. He may 
also offer to prepare analyses of security issues in which the 
customer is interested Generally, no special charges are 
made for such services. 

The protecting function. — ^Another service which the banker 
renders the security holder is that of protecting his interests. 
This frequently entails representation on the board of direc- 
tors of the company whose security is underwritten,® and 
continuous oversight of the management. The banker also 
assumes the role of protector of his clients in cases of default, 
receivership, and reorganization. 

The selling function. — ^The investment banker reaches 
investors through advertising, through a sales staff, and 

* The investment banker is not so ready as he foimerly was to be represented 
on the boaid of directors of issuing corporations, because of the liabihties 
imposed upon directors by the Securities Act of 1933. 
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thiough correspondence.® During his selhng campaign he 
usually inserts advertisements in the leading newspapers^® 
and financial magazines, giving the name of the issuing cor- 
poration, a history of the company, the size, title, status and 
provisions of the issue; dates of interest or dividend payment, 
the price and denominations in which the securities are 
offered, the name and address of the investment banker, and 
generally, a financial statement of the company’s position. “ 
An offer of new issues is made only by means of the offering 
prospectus which is filed with the Secuiities and Exchange 
Commission in accoi dance with the requirements of the 
Securities Act of 1933. Distributors of securities are 
extremely careful to see that every purchaser receives a copy 
of the prospectus, for the Act specifically provides that it is 
unlawful to use the mails or the mstrumeuts of transportation 
in interstate commerce to carry or transmit any security for 
the purpose of sale or dehveiy unless accompanied or preceded 
by a prospectus that meets the requirements of the Act. 

The investment banker employs a staff of salesmen well- 
trained and intelligent — ^men who can approach people of 
means on a fair footing and who can quickly acquire some 
understanding of the business of the corporation whoso securi- 
ties they ai’e selling. Specialist retailers here have an advan- 
tage over jobbers in that their salesmen, always selling the 
same class of secunty, become familiar with its typical fea- 
tures, whereas the general retailers, selling at one time a 


“ The Scountiea Aet of 1933 has practically eluninated the tiac of the mails m 
connection with the distnbulion of new issues If the mail is used to call the 
attention of investors to the offenng, the distributor is very caielul to indicate 
that the announcement is under no circumstances to be considered as an offeimg 
of the securities for sale or as a solicitation of an oUei to buy any of the socuiities, 
and that the offeimg will be made only by the offioial prospectus 

See pages 880 and 415 

A statement m the advertisement that “All the above bonds (or stock) 
having been sold, the advoitihomont appears as a matter of record only,” does 
not necessarily mean that all the issue has reached the hands of mvestors. 
Usually it means that the syndicate, whoso members' names appear m the 
advertisement, has sold out all the seounties to a sellmg group JPor piocess of 
such solo, see Chapter XXII, Undeiwiitmg, Syndicating, and Distiibuting 
Securities Such advertisements constitute a seivice which the originators 
render to the selling groups in bimgmg the issue to the attention of the buymg 
pubhe Members of the selling groups frequently call their chents on the tele- 
phone and ask, “Did you see such and such an issue in the mormng papeis?” 
liiey usually add, “We have an aUotmont and can let you have blank shares 
or bonds,” Many sales, espeoioUy in prosperous times, are made m this way. 
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tobacco security and at another a railroad issue, frequently 
bear the burden of having first to give then- salesmen some 
information about the respective businesses whose securities 
are to be sold. Thus, to sell a security issue of the Gonsohda- 
tion Coal Co,, a group of bankers preceded their campaign 
with a series of lecluies foi their bond salesmen on "The 
Geology of Coal,” “Methods of Mming Coal,” and “The 
Plants and Properties of the Consolidation Coal Co.” 
The returns of such preparation for a selling campaign more 
than repay its cost. 

Tlie trading function . — In the distribution of securities 
certain situations arise that involve the investment house in 
tradmg First, there is the necessity for maintaimng the price 
of new issues in the market during the period of distribution, 
Second, the investment house must dispose of secmities 
turned m by investors who have switched their old holdings 
to acquire the new issues. Third, it is frequently advisable 
for the firm to make a secondary market in issues originally 
offered by the house by maintaimng bid and asked prices 
in the issues. The trading department of an investment 
house carries out these functions and in addition executes 
commission orders for customers in the open market. 

The aermce function . — Investment houses also serve their 
customers in such ways as holding securities for safekeeping, 
collecting interest and dividends, giving notice of called 
bonds or stocks, informing customers of opportunities to 
profit by conversions, answering inquiries for information, 
making available to customers sources of information con- 
cerning securities, and advising them on income and estate 
tax matters in connection with security holdmga. 

Private sales of large issues. — Smee the passage of the 
Securities Act of 1933 there has been a marked tendency for 
corporations to sell their new or refunding issues dhectly 
to the investor, usually a small group of insuiance compames. 
This method of financing dispenses with the use of investment 
bankers and avoids the necessity for complying with the 
registration and prospectus requirements of the Securities 
Act of 1933, since no public offering is made. Corporations 
favor this method of selling their securities because it offers 
the following advantages: (1) Expenses are smaller than those 
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involved in a public offering.^ (2) The financing is effected 
more quickly than through a public offermg because the time 
generally involved in registering the securities and distribut- 
ing them is saved. (3) The corporation is more certain of 
carrying through its financing program at a definite time. 
The agreement with investment bankers generally contains a 
provision under which the bankers may be released in the 
event of adverse market conditions. While this provision is 
rarely invoked, unfavorable market conditions will delay final 
sale of the securities. (4) The credit of the corporation is 
enhanced because it is generally known that insurance com- 
panies buy only the best securities. The improved credit 
may enable the corporation to market other securities pubhely 
with greater ease. (5) If securities are closely held, adjust- 
ments that may become necessary because of unforeseen 
contingencies, such as inability to meet sinking fund require- 
ments, interest, or principal payments, are more easily 
arranged than if the securities are widely distributed. 

These advantages far outweigh the one important dis- 
advantage to the corporation — ^namely, that it foregoes the 
opportunity which may arise when securities are publicly 
held, of effecting savings by purchasmg the securities in the 
open market at a discount to meet smking fund requirements 
or to reduce outstanding indebtedness. “ 

Selling with the aid of the stock exchange. — The stock 
exchange provides an outlet for the sale of securities; there 
the representatives of buyers and sellers of securities meet and 
trade. It would seem, then, that if the banker can have the 
securities which ho is selling listed on a stock exchange, he may 
dispose of a large part of the issue to customers who are 

All or part of the following coste are saved to the corpoiation. underwriting 
commisBions (see page 370); registration fee of 4foo of 1 per cent of the aggregate 
offenng price; pimting of legistiation statemente, prospectuses, circulars, and 
indentures; advertising, and fees of attorneys, accountants, and expeits who 
prepare the registration statement The additional costs incident to registra- 
tion of bond issues in excess of $1,000,000 have been estimated at from Hto i4 
of 1 per cent of total proceeds These costs, however, are offset by lower 
compensation of undeiwntcrs (see footnote 22). See Goldschmidt, “Registrar 
tion Under the Securities Act of 1933,” and Goumch, “Investment Bankmg 
Methods Prioi to and Smee the Seouiities Act of 1933," 4 Law and Gontemp 
Proh 19, 44 In a private sale the cost of preparing securities is also reduced 
considerably since dehveries aie made m large denominations 

For onticisms of pnvate financing from viewpoints other than that of the 
coiporation, see Rodgers, “Secunties Fnvately Offered,” 52 Rarvard Law 
Renew 773, and references there given. 
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not his regular clientele but who trade generally in listed 
stocks and bonds. Traders on the stock exchange are for the 
most part speculators who operate to take advantage of mar- 
ket fluctuations If the issue is small, the opportumty for an 
active market and consequent fluctuations will not arise and 
only a small portion of the securities will be disposed of 
through speculators. A large issue, however, is almost 
invariably listed on the exchange. “ The fact that a security 
is to be listed recommends it to many people who insist 
upon have pledgeable and readily salable investments 

Listing may put the banker in the position of having to 
guard the price and keep it up to the figure at which it is 
being sold to his clients. In pre-depression days, investment 
bankers frequently remained continuously m the market as a 
stabihzing factor, not only during the period of imtial distiibu- 
tion, but for a more extended time. In recent years, market 
support operations have been considerably curtailed.^® 

Federal regulation of security exchanges by Securities 
Exchange Act of 1934 . — The Securities Exchange Act of 1934 
brings under Federal control the security exchanges of the 
Umted States by making it necessary for all such exchanges 
to be registered with the Securities and Exchange Commission 
as national securities exchanges before their facihties may 
be used. The Commission may exempt ceitain small 
exchanges if it deems registration unnecessary to piotect the 
pubhc The Act also requires the registration of brokers and 
dealers engaged in over-the-counter markets. Control is 
further exercised by restricting transactions on national 
securities exchanges to those securities which have been 
officially registered with the exchanges, or which are legally 
exempt from registration. The exempt securities are limited, 
in general, to obligations of the United States and its instru- 
mentalities, and State and municipal bonds. Registration 
of securities with the exchanges is therefore required of all 
corporations which desire to list their securities on the 
exchanges. To obtain registration, the corporation must file 
an appheation with the exchange, containing certain required 


Frequently, contemplated new issues are dealt in on the smaller exchanges 
(for example, the Curb, in New York) "when, as and if issued,’’ before they 
are formally produced by the corporation 

“ The reasons for this curtailment are discussed m connection with the 
tradmg account m the chapter on Syndicate Undeiwntmg, page 437 
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information, and such copies with the Commission as the 
latter may require. It must also agree to keep the informa- 
tion reasonably current. 

Registered exchanges must comply with the rules and 
regulations of the Commission with respect to listing require- 
ments and operations. Corporations whose securities are 
hsted on registered exchanges must file annual reports, and 
quarterly reports if so prescribed, and certain information 
repoits that must be kept leasonably current. The Act 
places liability upon those who issue incorrect statements. 

The Act regulates security markets not only by requiring 
registration as described above, but by forbidding unfair 
practices on the markets,^® by controlling credit used in 
security transactions, by compelling corporations to furnish 
adequate information as to securities publicly traded in, and 
by curbing unfair use of information by corporate msiders.^® 
Banker’s profits. — ^The bankers’ profits come wholly from 
the difference between the price at which he purchases the 
security from the corporation and that at which he sells it, 
or from a commission which is paid on the issue. Such factors 
as the natm-o of the corpoiation, the type of security, the 
relationship of the banker with the issuing corporation,® 
the condition of the investment market,®^ the size of the issue, 
and other elements may enter into the determination of the 
spread between the prico to bo paid by the bankers and the 
offering price to the public.®® The profit on highly speculative 
securities is higher than that on less speculative issues. 

Seo footnote 24, page 40, and footnote 4, page lOS. 

“ See footnote 13, page 311 
w See page 121. 

»> JKuhn, Loeb & Co weie the bankeis for the Missouri Pacific system over a 
long period of years At the Congressional investigation of the relations of 
the bankeis with the railroad, the bankers testified that durmg the period 
from 1921 to 1930, mclusive, the gioss commissions to the bankers who under- 
wrote the secuiities for the Missouii Pacific system were about S9,500,000 
on securities in tho pnncipal amount of approximately $350,000,000 On 
the total faeouiitios the gross spread was about 25 g per cent, and the net profit 
of Kuhn, Loeb & Co , pnncipal underwntors, was about 8 pei cent See 
Pait 13, “[nveatigation of Kculroada, Holding Companies, and AlBhated Com- 
panies," page 6608 (1938)' 

The spread tends to be lower in ponods of prosperity than in periods of 
depression During tho four or five years of heavy seounty sales prior to the 
crash of 1920, competition among investment bankers for tho purchase of 
corporation securities forced the maigm of profits to a low point and weakened 
the position of many of the smaller mvestment bankers 

» Studies of underwiiteis' compensation before the enactment of the 



SELLING SECURITIES (CONTINUED) 371 

If the banker expects to dispose of an entire lot with very 
small expense, he may be willing to undertake the sale at a 
smaller commission, provided the issue is large enough to 
give him a fair profit. If a proposition requu’es too great a 
commission charge in order to give the banker a fair profit for 
his efforts, the large reputable houses will not accept the 
undertaking It is generally understood that the established 
houses m New York, for example, will not touch an issue of 
less than $1,000,000. 


SecuiitiCB Act of 1933 indicated that fiom 1920 to 1931 the iivoiaKc ginss com- 
pensation on issues of domestic railioad bonds was slightly less than 3 per cent 
of the par value of such issues Foi the years 1027 to 1931, foi a sample of 
high-grade domestic corporate bonds, the average spiead was iboiit 3 per cent 
of par value The gi oss spioad on a sample of prefcired stock issues of $2,000,- 
000 or ovei floated m 1929 (nineteen in nnmbei) avoi.vged about 6 per cent 
of the offermg puce The spreads narrowed iollmving the eiiacimcnt of the 
Secuiities Act of 1933 After active financing got undci way in 1935, the 
average spiead for bond financmg was from 3 pei cent lo 2^'^ per cent On 
piefeiied stocks sold duimg 1935 and 1936, the nveiago spiead on eighteen suoh 
issues was about 4.^i per cent of the offering price Flora Gouinch, “Invest- 
ment Bankmg Methods Prior to and smee the Secunties Act of 1933,” 4Zaw and 
Coniemporary Pioblemi 44 (1937) See also footnotes 13, 21, and 23 

A Secunties and Exchange Commission analysis of 1937 issues (Release 
No 13, Statistical Senes, Aug 3, 1938) shows the followmg average underwiit- 
ing commissions and other expenses foi the issuance of bonds, notes and 
debentuies, piefeired stock, and common stock, expressed as a pcicentage of 
the pimoipal amount. The “other expenses" include listing fees, registiation 
fees, revenue stamps, State quahfication fees, trustee fees, printing and engrav- 
mg, legal expenses, accountmg expenses, cngmeeiing expenses, and miscel- 
laneous. 
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The registration, statement required to be filed under the 
Securities Act of 1933 calls for a detailed list showing all 
commissions or discounts to be paid directly or indirectly 
by the corporation in connection with the sale of the securities 
to be offered. This publicity in regaid to bankeis’ profits 
throws light upon a subject previously surrounded with 
secrecy.*® The Act does not grant the Securities and 
Exchange Commission power to pass upon the reasonableness 
of underwriters' commissions. Under the Pubhc Utility 
Holding Company Act of 1935, however, the Commission 
has power to require aflSrmative proof of the reasonableness 
of any foe paid in connection with the issue, sale, or acquisition 
of any security by a registered holding company or subsidiary, 
where it appears to the Commission that the corporation 
and the bankers have not dealt at arm’s length. 

Advantages of selling through an investment banker. — 
Several advantages flow from selling through investment 
bankers. 

(1) A corporation that turns over its issue to a banker is 
at the outset reasonably assured of its successful sale. Com- 
panies have not infrequently been compelled to enlist the aid 
of banlcers after an unsuccessful direct campaign. In 1903 
the Pennaylvama Railroad offered its shareholders new stock 
at 120 while the stock was quoted at 143. The market price, 
however, dropped to 125 and the shareholders failed to sub- 
scribe to the f75,000,000 stock offeied them. The issue was 
then turned over to bankers who were wilhng to take it at 
120 in consideration of a commission of 2^ per cent on the 
entire issue. 

(2) The company may proceed to execute the purposes it 
has in view, knowing through its agreement with the banker 
just what funds will be available at any time. It does 
not have to wait until the close of a campaign before it learns 
how much money will have been raised.*® 

•• Whether the pubhoity has had aay influence on underwriters’ oommissions 
13 difficult to say, Goumch, in the aitiole cited in the pieoedmg footnote, 
suggests the following explanation for the decrease noted (1) issues repre- 
sented in the analysis were of higher quality, mostly for rofundmg purposes, 
(2) registration has simphfied the bankeis’ task in distiibutmg an issue. 

“ Cleveland and Powell, “Railroad Finance,’’ page 26 
^e Chapter XXII, Underwriting, Syndicating, and Distnbutmg Seoun- 
ties. See C. W. Gerstenberg, “Materials of Corporation Fmanoe,’’ pages 412- 
420, for an interestmg example of an attempt to promote a railroad without 
the hdp of 'bankers, and the disastroue results. 
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(3) The corporation is relieved of the considerable bur- 
den of conducting a selling campaign. 

(4) The corporation generally finds it cheaper to sell 
through a banker. The latter, with his selling force already 
organized, with his copy writers already trained in preparing 
financial advertisements, and with his list of prospective 
buyers ah-eady in his files, can undoubtedly conduct a cam- 
paign at a much lower cost than a corporation, which is 
practically undertaking a new business when it attempts to 
market its own securities. This is true almost without 
exception in the sale of pure investments, which a banker will 
undertake to market at much less than 10 per cent.*® 

(5) The corporation that mai'kets through a reputable 
banking house thereby adds prestige to the issue and to the 
company. 

(6) The coipoiation gets the advice of the banker as to 
how to finance. 

(7) The corporation may depend upon him for future 
aid in financing. 

Other selling agents. — If a corporation is unsuccessful in 
securing the services of a reputable and recognized banker, it 
may offer its securities to another group of agents who, to 
some extent, perform the functions of a banker. These 
organizations differ from the investment house in that they 
have no estabhshed clientele but depend upon their salesmen 
to sell the issue in small lots. The salesmen make what are 
termed “one-call” sales. The prospect is usually a man of 
small means — a laborer, or an office clerk. The salesmen 
canvass from building to building in assigned or unassigned 
territories with subscription blanks in hand and are prepared 
to make actual delivery of the security upon payment of the 
subscription. 

Self-organized agents. — Not many years ago a concern, 
the Federal Adding Machine Company, used a umque 
organization for selling its securities. Salesmen were pro- 
cured who were instructed first in the sale of the securities and 


Instances may be cited of oompames finding it advantageous to conduct 
their own sales campaign The Milwaukee Electric Railway and Light Co 
once succeeded m selhng $3,600,000 of its own bonds at a total selling expense 
of $73,771 82 (about 2 per cent), whereas it would have coat the company 
$144,000 if the issue had been underwntten at 4 per cent, or $186,000 if under* 
wntten at 6 per cent. See other illustrations on pages 361 and 377. 
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were promised positions on the selling staff of the company 
when its product was ready to be marketed The regular 
assignment of territories and of district managerships in 
connection with the sale of the company’s product depended 
upon success in selling the securities. The same plan has since 
been used by other concerns. As has already been pointed 
out, this method is expensive. In one carefully and ener- 
getically managed case which the author had occasion to 
observe rather closely, where a total of $1,000,000 was raised, 
the cost ran to between 25 per cent and 33J^ per cent of the 
money received. The indefiniteness of the statement of cost 
was due to the fact that officers of the company gave part of 
their time to selling securities and part to other busmesses. 
Moreover, it was difficult to allocate exactly such costs as rent, 
stationery, and the like. 

During 1921, the H. H. Franklin Co. sold stock by means of 
circulars and salesmen at a cost of about 5 per cent. The 
vice-president claimed that a sale through the organized chan- 
nels of security distribution would have cost from 7 to 15 
per cent.®^ 

Subsidiaries to aid investors in acquiring securities. — 
Before 1933, several large public utility companies which 
were interested in having a wide distribution of their securities 
among customers, employees, and the public found it expe- 
dient to have a separate organization to assist investors in 
purchasing the corporation’s securities. Thus, the American 
Telephone & Telegraph Co. formed a subsidiaiy company, 
the Bell Telephone Securities Co., prmcipally for the purpose 
of advising and aiding investors who were interested in 
purchasing securities of the Bell system in the open market. 
The Cities Service Corporation had its own security selling 
organization in Hemy L. Doherty & Co.®* The financial 
disaster experienced by many holdmg companies in 1930, 
the liabilities imposed imdcr the Securities Act of 1933, the 
control of securities mai-kets through the Securities Exchange 
Act of 1934, and the provisions of the Public Utility Holding 
Company Act of 1936 have resulted ia elimination of most 
of the security selling subsidiaries. The General Utility 
Securities, Inc., which was affiliated with the Associated Gas & 

” Commerce and Fvnance, June 14, 1922, page 872, 

Bell Telephone Securities Co was dissolved m 19S6;'Heniy L Doherty & 
Co. went out of business m 1933. 
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Electric System as a securities distributing organization 
before 1933, has continued as a dealer in the securities of the 
System, 

Selling securities direct. — If a corporation does not oper- 
ate through an investment banker but undertakes, througli 
necessity or choice, to market its own securities, its success in 
disposing of the issue will depend not only on the security 
itself but on the abihty of the seller to convmce piospective 
buyers of the advisabihty of purchasing.®" The experience of 
the pubhc with fraudulent promotion has been so unfortunate 
that to be selling securities through channels used by the 
fraudulent concerns is a scveie handicap to the legitimate 
company. The fact is that the oidmaiy investor is not able 
to distinguish between the legitimate and the fraudulent 
enterprise. Both may avail themselves, like the bankei, of 
prospectuses, periodical advertisements, explanatory cir- 
culars, and sales staffs. Nevertheless, the technique and 
content of their respective appeals are sufficiently different 
to enable the careful investor to distinguish readily one type 
from the other. 

The mam arguments for and agamst direct selling are set 
forth in an article describing the experience of the H. H. 
Franklin Co., referred to on page 376 

For a corporation successfully to sell its securities directly to the public, 
as the H H. Fianklm Co of Syiaouse has lecently succeeded in doing, is 

The Seounties and Exchange Commission lepoited that approximately 
9 per cent of the securities legistered between Jan I, 1936 and June 30, 1938 
were to be distiibuted by the issueis themselves, 76 pei cent were underwritten 
and 15 pei cent were to be sold thiough agents (SEC Statistical Scries, 
Release No 276 ) Studies made by the Secuiities and Exchange Commission 
show the difficulties which pi emotional ventures have in raising funds without 
bankmg assistance In only one out of every twenty promotional ventures is 
the new issue underwritten One analysis showed that m 40 per cent of the 
total number of issues for which registration under the Securities Act was 
effective and foi which no undei writing was indicated, not one share of stock oi 
one bond was sold witlun the year followmg the effective date of the registra- 
tion statement, of the total amount effectively registered, only 20 pei cent was 
actually sold within a year The expenses of distnbution in such cases aveiage 
about 10 to 15 pel cent of the amount contributed by the mvostois Furthei- 
more, such largo amounts of securities are issued to the piomoters that it is 
estimated that piomoters receive about ten times as much as the pubho for 
an equal of mvestment See Goumoh, “Investment Banking Methods 

Prior to and since the Seounties Act of 1033,” 4 iow and Conlempmary Prob- 
lems 44, 58 (1937) 

““A Non-Stop Route in Stock Sellmg,” by Edwm Dakm, Commerce and 
Finance, June 14, 1922, pages 871-2 Certain practices mentioned m the 
artiole would be modified, of course, if direct selhng were undertaken today 
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a feat almost unpaialleled m fiaance The W L. Douglas Shoe Co did it, 
but this company was aided by the fact that Douglas had been governor of 
Massachusetts, was widely known, and had an enormous personal following 
Other companies have tiled it — ^notably the Pennsylvania Railioad, some 
years ago — and failed The H H. Ehankhn Co — ^and the Douglas Shoe Co. 
— stand almost alone . . . 

In 1919 the Franklin company, when they decided to fill the need for 
expansion and additional capital by selhng 15,000,000 of stock, tabled the 
imddlenian idea. The dircct-to-consumei plan in marketing securities had 
its dangers as well as its advantages, but its advantages were alluring 

It meant ehminating the middleman’s pi ofits and getting cheaper capital, 
if the plan succeeded at all Cheaper capital meant cheaper production 
It meant, also, the possibihty of placing a small amount of stock in the hands 
of each of a large numboi of small investors, lathei than permitting a few 
speoulatois to contiol laige blocks of stock which would come back and 
forth on the maikot and fluctuate constantly Small mvestors aie usually 
permanent investors 

These were the advantages There wcie also real dangeis to be faced 
Suppose the stock neie put on the market, advertised, heralded — and no 
one would buy The Franklin company would not only be left holding the 
bag — ^they would suffer a senoiis loss of piestige. Such an eventuahty is 
always caiefully considered by any house of first purchase that intends to 
market an issue of seem ities undei its own name Long before the securities 
are ever advertised it sends out salesmen to test the market, if the market 
isn’t responsive the securibes are not advertised On the other hand, when 
the sale of a group of .seountics eventually is announced, the list has already 
been largely, sometimes almost wholly, subscribed Thus is prestige 
caiefully protected The Frankhn company, without using middleman 
mnohinory, was not in a position to test the road beforehand. It would 
have to travel largely on faith. 

Faith, daring, or perhaps a combination of the two, was at hand It 
was frankly an adventure . . . 

Peihnps one of the mam reasons why the Pennsylvania Railroad failed 
in the same sort of project was that the public generally was not, stnctly 
speaking, a Pennsylvania rooter Public goodwill has lately come to be 
recognized as a Gibraltar asset 

The Frankhn company employed salesmen; but salesmen were not sent 
out first. The real stress was put on advertising, not only m newspapers, 
but by circulars Franklin car owners were oiiculanzed, of course, so were 
a selected list of other prospects Salesmen were used simply to follow up 
the circularizing campaign and reap in the sheaves 

To date the Franldin company has sold about $6,500,000 worth of stock 
in this way, to approximately seven thousand shaieholders. This is an 
average subscription of about $1,000 The total numbei of Frankhn oar 
owners is about 40,000, with only owner-subsciibers, therefore, the average 
would be one in every six. The average, naturally, is not this high; allow- 
ance must be made for other investora The fact romams, however, that less 
thanhalf adozenbanksandotherso-oalledlargemvestorsareonthelist. . 

From the begmmng, the Franklin company recognized one important 
necessity. It was true that the small investors were not of the speculatmg 
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class, theie would not be a constant tum-over of securities always bobbing 
up on the market, to fluctuate there; most small stockholders, tiue to type, 
would normally hold on like leeches But with small secuiity holders there 
IS one great danger — ^they are more easily panic-stricken, perhaps, than any 
other class Like the traditional flock of sheep they will go biowsing along 
in pel feet peace and happiness until suddenly, without warning and for no 
real reason at all, they will sniff the an, sliako their tails, and fly scooting 
off in fear into the dim distance. And the value of the securities of course 
disappears with them 

There was one way to prevent this for the Franklin company to act as 
a point of contact between people who found it necessary or otherwise 
decided to sell, and people who wanted to buy Of course no stockholder 
could be told that any time he wanted to sell, the Franklin company would 
buy his holdings at par Such an action comes iindei the law preventing a 
corporation offering to one stockholdei the piivilege that is not extended to 
all But to every new buyei of securities was sent a loiter urging that if he 
ever desired to convert his stock, it should be offered through tho company 
before being otherwise offered for sale 

By this means a par market has been mamtamed on Franklin Piefcned 
smoe it was first sold During the trying period of 1921, when many stocks 
were depressed to a fraction of their normal values, Franklin stood firm at 
$100 a share And less than $100,000 of a total issue of $5,000,000 camo on 
the market dunng the entire year. . . . 

There is one thing in which we have been especially fortunate — ^we have 
not aroused any resentment among the bankeis We have taken no definite 
steps to avoid this — there was, in fact, nothing tliat we could leally do to 
guard against it The credit We, perhaps, should go to the bankers 

What attitude would be taken by bankers if such a direct system of 
secunty placing were generally adopted is of course a matter for guesswork. 
In an isolated instance it affects them httle enough. Then, too, such a 
practice would not work umvcrsally — ^not, peihaps, for even the majonty 
of flotations Most securities, like politicians and actresses, need special 
press agents — ^they don’t place themselves. Certainly, banks needn’t 
think of going out of the security busmess for a long time. 

In the twenties some of the large utilities had exceptional 
success in selling securities directly to the public. For 
example, in 1922 the New York Telephone Company 
announced that 107,000 persons applied for shares of the 
company’s issue of $25,000,000 par value 6 }^ per cent pre- 
ferred stock. The total applications amounted to $82,500,- 
000. In this case the employees of the company were the 
only selhng agents and were allowed commission of 1 per cent. 
The official statement said: 

More than 70 per cent of the applications were for ten shares or less and 
more than 60 per cent, or 63,148 applications, were for five shares or less. 
Theie were 24,609 appbeations for the maxunum allotment of twenty 
shares, representing $49,218,000. 
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It has been necessary to scale down the allotments and notices will be 
sent to appheants within the next six days. The basis of allotment is as 
follows Applications for one and two shares, allotment, 1 share; 3 to 8 
shares, 2 shares, 9 to 15 shares, 3 shares, 16 to 18 shares, inclusive, i shares; 
19 and 20 shares, inclusive, 6 shares 

The main purpose of our offer was to secure a wide distribution of the 
stock among our subscribers, particularly among persons who oidmarily are 
unable to mvest their savings m high-grade securities We made it possible 
for subsenbers to secure the stock on one payment or on small monthly pay- 
ments, and the response shows that the opportunity was very generally 
recognized 

We have reached people who, in the aggregate, have an enormous 
buying power and who, when fairly dealt with, will support their public 
utilities both in the ordinaiy conduct of the business and by mvesting in 
then securities 

The prospectus. — ^Where a corporation is offering its own 
securities, the piece of literature used to describe the issue 
and the company back of it is called a prospectus. Under 
the Securities Act of 1933, the term “prospectus” is applied 
to any notice, circular, advertisement, or letter written or 
broadcast which offers a security for sale. As indicated 
on page 359, the issuance of a prospectus that conforms with 
the requirements of the Securities Act of 1933 is compulsory 
in connection with the public offering of securities. The pur- 
pose of requiring a prospectus is to secure for potential 
buyers the means of understanding the nature of the securities 
which they are invited to buy The information required 
to be shown in the prospectus is practically the same as that 
included in the registration statement, except that under 
rules issued by the Commission certain information contained 
in the registration statement may be omitted from the 


The requiied prospectua w bo formidable a document that, m the opinion 
of some people, the investor gets less understandable information than foimerly 
To make it easier for the investor to understand the offering, the “newspapei 
prospectus” was mtroduced This is a one-page summary of the issue, the 
issuer, and the underwiiteis’ ooramiSBions. This type of piospectus usually 
appears as an advertisement lu the newspapei s and as the first page of the 
required prospectus See illustration on page 382 The newspaper piospectus 
mvariably contains some such statement as the foUowmg, to meet the exacting 
requirements of the SecuiiUes Act of 1988 . “This is not an Offering Prospectus 
The Offer of this Preferred Stock is made only by moans of the Offenng Pios- 
pectus Tins issue, though legistored, is not approved or disapproved by the 
Secunties and Exchange Commission, which does not pass on the merits of any 
registeied secunties ” The advertisement will also frequently mdicate that 
further information is contamed m tho Kegistration Statement on file with the 
Securities and Exoliange Commission, and m the Offenng Prospectus which 
must be furnished to each purchaser and is obtainable from any of the firms 
whose names appear m the advertisement 
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prospectus. The corporation, however, must file with the 
prospectus a complete reconciliation and tie-up of all data 
shown in the prospectus with the data shown in the registra- 
tion statement. Civil and criminal liabilities are imposed 
for false statements of material facts oi omission to state a 
material fact necessary to make the statements not misleading. 

Space does not permit the inclusion here of a complete 
prospectus; some run as long as one hundred pages. Nor 
can we show in detail the nature of the material required to 
be included in the prospectus. The following table of con- 
tents of the thirty-mne-page prospectus issued in connection 
with the $50,000,000 issue of Fmestone Tire & Rubber Com- 
pany Ten-Year 3H per cent Debentures gives some idea of 
the information contained in the prospectus. On the follow- 
ing pages is a reproduction of the first page of the piospectus. 

History and Business 

General Character of the Business 
Sales and Distnbution 
Manufactuimg 
Raw Materials 

Research and Development Work 
Recent Additions to Plants and Properties 
Properties and Businesses Recently Disposed of 
Labor Relations 
Litigation 
General 
Property 

Results of Operations 
Management 
Debt and Capitalisation 
Application of Proceeds 
Underwriters 
Terms of Offering 
Legal Opmion 
Desoiiption of Debentures. 

Certain Definitions 
Redemption Provisions 
Smking Fund Provisions 
Covenants Regarding Dividends, eto. 

Covenants Regarding Indebtedness, eto. 

Ceitain Default Provisions 
Information Concerning the Tiustee 
Modification of the Indenture 
Pennsylvania Tax Refund 
Historical Fmancial Information 
Employment of Experts 
Certifaoate of Independent Public Accountants 
Financial Statements and Schedules. 

Index 

The Company 

Tho Company and Subsidiary Companies Consolidated 
Additional Information Contamed in the Registration Statement 
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PROSPECTUS 

3550,000,000 

THE FIRESTONE TIRE & RUBBER COMPANY 
Ten-1 BAR 3 )^% Debentures 

Dated Octobei 1, 1038 Due Octobei 1, 1948 

Coupon Dcboiituies in denomination of SI, 000, legisterablo as to principal 
Intel cst payable somi-annually April 1 and Ootobei 1 Piineipal and 
interest payable m Cleveland, Ohio, oi at the holder’s option in 
New Yoik City. 

Ccitain Pennsylvania taxes with lespcct to the Debentures, as set foith on 
page 23, aie refundable, upon proper apphcation, in an amount not 
exceeding in any year hve mills on each dollai of the taxed value of 
any Debentuie 

The Debenluies aie subject to ledcmption at the option of the Company as a 
whole or in pait by lot at any time, or thiough the Smkmg Funds on any 
inteiest date, upon not less tlian 30 days’ published notice if ledemption 
be made on any inteie&t date, and upon not less than 46 days’ published 
notice if made on a date other than an interest date, at a ledemption 
pi ice equal to 103 % of the pimcipal theieof if redeemed on or before 
Octobei 1, 1941, oi 102 % of such prmoipal it ledeemed theieaftei 
and on oi befoie October 1, 1944, or 101 % of such pimcipal 
if redeemed theieaftei and on or befoie Oetobei 1, 1947, or 
100% of such pimcipal if ledecmcd thereafter, together 
m each case with aociucd interest on such principal to the 
date of ledemption 

The indontuio pi ovidos for a Fixed Minimum Sinking Fund to retiie, by October 
1, 1930, and by each October 1 thereaftei, Sl,600,000 pimcipal amount of 
Debentures The Indenture also piovides for on Additional Earnmgs Smkmg 
Fund to retiie, by April 1, 1040, and by each Apiil 1 theieaftei, either $1,200,000 
prmoipal amount of Dobontures or such lesser amount as may be letiied 
through the application of a sum equivalent Lo 20 % of the Consolidated Net 
Income for the pieoeduig fiscal voar. To the extent that letiiements thiough 
the Additioual Eainmgs Sinking Fund aie less than $1,200,000 m any year, 
such deficiency is to accumulate and is payable m subsequent years as desonbed 
herein The Additional Earnings Sinking Fund may be credited with Deben- 
tures redeemed other than thiough the Smkmg Funds Smkmg Fund pay- 
ments may be made m cash or Debentures 

These Securities Have Not Been Approved or Disapproved by the 
Securities and Excecanoe Commission 
The Fiiestone Tiie & Rubbei Company has registered the secuiities by filmg 
ceitam mfoimation with the Commission The Commission has not 
passed on the merits of any securities registeied with it 

It Is a Criminal Oppensb to Represent that the Commission Has Approved 
These Seouritier or IIxs Made any Finding that the Statements 
in this Prospectus or in the Registration Statement Abb Correct 

Undenviiting Discounts Piooeeds to 
Price to Pubho or Commissions Company 

Total $49,760,000’ $1,260,000 $48,500,000* 

Per Unit,., . mi%'* 2H% 97 %* 

1* Aaotuad mteroat to be added. 
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The Company has agreed, upon request of Blown Haiuman & Co , Inooi- 
porated, and Otis & Co (Incoipoiated), to make application to list the 
Ten-Yeai % Debentures on the New Yoik Stock E\change 

These Debentures roe offeied subject to pnoi sale and when, as and %f issued and 
accepted by the UndejiciUet s, and siibject to the apptoual of D wis PolK Wai dwell 
Gardiner & Reed, counsel foj the Undetwttlers, and to ceiiain Juitker eondv^ 
turns The validity of the Debeniui es has been passed upon by Bernard M 
Robinson, Genet al Counsel fot the Company Cetlain othet matte) s wiU 
be passed upon fot the Undet witters by Sheat man f6 Sterling It is 
expected that delivet y of the Debevtui es in tempo) ait/ fot m, exchange- 
able fot dejinitive Debeniutes when piepatid, mil be made at the 
office of Blown Ilartiman tt Co , Incorpoiated, 03 17oH Stieet, 

New Yoik, N Y , onot about Octdbet 31, 1038, against pay- 
ment thetefo) in New YoiL funds 

As more fully sot forth on page 10 of tliia Piospi'cliis, ceitain of the Undciv 
wiiteis have authoiized the purchase and sale, m the open market oi otherwise, 
of Debentuios for then seveial accounts, eithei foi long oi shoit account, within 
the limits and during the period set forth in the Agiceniunt between themselves 

The list of Underwriters set fot th on pages IS and I 4 heieof includes 
Blown Hamman & Co Otis & Co 

Incorporated (Incorporated) 

Halsey, Stuart & Co. Inc. Blyth & Co , Inc. Ijehmau Biothers 

The Fust Boston Corporation Lazaid Fr6rG8 & Co. Gloie, Forgan & Co 
The date of this Prospectus is October 26, 1038 

Methods of bygone days. — ^It might be interesting here 
to note the methods of direct sale that prevailed early in the 
last centuiy. Promotion then, about 1830, was mainly con- 
cerned with the building of railroads, and capital was sub- 
scribed for at meetings called by the managers of the entei prise 
for the purpose of interesting leading citizens of the com- 
munity. Petitions were usually sent to the legislature to 
mduce the State to purchase a block of shares or to grant 
a subsidy. Thus, an announcement m the prospectus of 
the Albany and Susquehanna, R. R., 1852, reads: “The 
Directors of the Albany and Susquehanna R. R. Company 
propose holdmg the following series of meetings for the purpose 
of recommending this important enterprise to the favorable 
consideration of the people of the counties of Schoharie, 
Otsego, Delaware, Chenango and Broome." It was not 
unusual for the salesmen to soKcit subscriptions by a house to 
house canvass. In this way the Pennsylvania R. R. at one 
time obtained 2,600 subscriptions, of which 1900 wei-e for five 
shares or less. Even the influence of the pulpit was utilized 
to encourage investment in early railroad securities.®® 

See Cleveland and Powell, "Eailioad Promotion and CapitaJiaation,” 
eapetually Chaptoi XI. 
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Telephone selling. — Today the telephone is employed 
occasionally in the sale of legitimate securities, but its use by 
the seller of fraudulent issues has become part of a clever 
scheme to induce purchase by a prospect chosen at random 
from the columns of the classified directory. The dealer calls 
up his chosen victim and if accorded even a courteous healing, 
telephones again and again, each time giving warning of an 
impending merease m the price of the security. He actually 
raises the original quotation and then has a colleague call 
upon the prospect to buy at a higher figure the stock which 
this accomplice pretends to believe the prospect already holds. 
Shortly after this, the first salesman again offers his stock and 
the dupe, falsely secure in the belief that he has a ready pur- 
chaser at a higher price, is tricked into parting with his 
money. 

“Earmarks” of security frauds. — The medium most com- 
monly used by the “fake promoter” is sales literature, and 
here the “earmarks” of fraud are many and unmistakable. 
The promoter, having obtained his mailing list from some 
speculative concern that is willing to sell the names of its 
stockholders, or from some firm which makes a business of 
selhng stoclcholders’ hsts,*® or having built up a “sucker hst” 
through an “mquiry department” in his own financial paper, 
more appropriately called a “tipster sheet,”®^ sends out color- 
M literature that is devoid of accurate and specific infoima- 
tion. Actual misrepresentation of facts is studiously avoided 
for fear of legal prosecution. The literature consists largely 
of expressions of opinions and aiguments by analogy. It 


*’ The fact that buying and eellmg stockholdeis’ hste has become a recog- 
nized busmess is evident from the provision in the New Yoik Stock Corporation 
Law which provides that the corporation may with impunity deny access to a 
stockholders' list to a shareholder who shall have, withm the previous two 
years, sold such a hst for any purpose 

“The “tipster sheet” has been used freely m recent yeais to defraud tho 
pubhc This sheet highly recommends some one particular issue that the 
promoter wishes to sell In order to conceal the real purpose of the pubhcation, 
information is also included on well-known securities The tips given in tho 
sheets are followed up by telephone and tdogiaph See “Gold Bucks in New 
Wrappers,” by Hairy W Riehl, Genered Manager of Beltoi Busmess Buieau, 
St. Louis, Mo , in the American Bankers Assocuiiion Joui nal, November, 1927, 
for schemes used in defraudmg the public This article lists the following 
“types of fraud” and explains some of thorn- bucket shop, boiler room, bhnd 
pcml, tipster sheet, merger, fractional share schome, switching, reloading, one- 
call system, the telephone rasz, the tap system, puts and calls, stockholders' 
committees, dynamitmg 
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contains unsupported and over-sanguine estimates of future 
profits instead of a true balance sheet and profit and loss 
statement 

Quick and large profits on a small initial investment are 
the usual bait. The promoter who guarantees dividends 
or piomises the prospect that he can get his money back at 
any time should be avoided as a vendor of valueless securities. 
The nonunal price of the stock he offers may be high, but as a 
lule it is low. Appeal is usually made to the poor, who are 
generally the most guUible. A share may sell for as low as 
ten cents because the purchaser is being “let in on the ground 
floor,” so the promoter explains, “and unless the purchase is 
made immediately the opportunity of a lifetime will be lost.”*® 
This hurry-hurry call is too often effective. 

Equally suspicious is excessive emphasis upon the presence 
among the board of diiectors, or in the list of stocl^olders, 
of the name of a single individual pro min ent in public life. 
Such a man may possibly be the tool or even the victim of 
unscrupulous promoters.®^ When the name of an unknown 
corporation is noticeably similar to that of an estabhshed 
concern, careful investigation should be made. The pro- 
moters of a “Ford Tractor Company,” for example, purposely 
took into their organization an individual by the name of 
Ford in order to furnish a legal excuse for their assumption 
of the name. 

Readiness of promoters to give credit for worthless secu- 
rities is suspicious. Their intention usually is to obtain an 
additional cash payment and to return papers as valueless as 
the ones they accept. Their wilhngness to take good securi- 
ties m payment should suggest wariness to the prospective 
purchaser. This practice became such a menance after the 
war that the government warned investors in Liberty bonds to 
beware of the ghb salesman who was willing to accept govern- 
ment bonds in return for untested issues. The sell-and-switch 

A study of registiation statements filed by metal mining corporations, 
which did not become effective, shows that the assets m the balance sheets 
weio largely fictitious and lepresented mere bookkeeping entries See Edward 
G Gale, “A Study of Ineffective Issues,” 4 Law and Contemporary Problem 32 
(1937) 

See 0. W Gorstenherg, ” Materials of Corporation Fmance,” page 386. 

However, it should be said that the appearance of the names of several 
reputable men with irreproachable records, as dneetors and ofifioers, must be 
considered a recommendation At any rate, they furnish a source from which 
the prospective investor ought to be able to get concrete information 
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appeal is a steady standby of stock swindlers, especially when 
well-known securities are depreciated. 

The characteristics which have been described also mark 
the newspaper and periodical advertisements of secuiities of 
fraudulent promotions. Such publicity is confined, as a rule, 
to small newspapers and magazines, for reputable publications 
refuse to accept financial advertising which by its copy and 
appearance smacks of fraud. An inquiry brings to the 
prospect a flood of circulars, newspapers, lengthy letters, 
‘'heart-to-heart” appeals, and even telegrams. By inducing 
the purchase of absolutely worthless securities, such methods 
have mulcted the public of an amount in excess of a billion 
dollars a nnu all y, a loss which post-office regulations, and the 
efforts of the Better Business Bureaus and of the State 
Securities Commissions, have proved inadequate to prevent. 

Effect of Seemities Act of 1933 on security frauds. — ^The 
Securities Act of 1933 has imdoubtedly prevented the distribu- 
tion of millions of doUai*s of worthless securities. In 1935 
the Securities and Exchange Commission established its 
Hccurities-violations files, for which it has steadily assembled 
information relating to security frauds. The Commission 
cooperates with the Post Office Department, the Federal 
Bureau of Investigation, the State securities commissions. 
Better Business Bureaus, and other agencies in gathering and 
disseminating information. The Commission thus serves as 
a clearing house for information on security frauds.®® 

That the Act and the efforts of the Commission have not 
wiped out fraudulent promotions is clear from the fact that 
the Commission has litigated numerous cases involving the 
use of fraudulent devices. Prosecution by the Department 
of Justice has resulted in the imposition of fines and prison 
terms No matter how much progress is made toward con- 
trolling the distribution of fraudulent securities by refusal 
to permit unsatisfactory registration statements to become 
effective, by the issuance of stop orders, by the prosecution 
of individuals under the Act, and by vigorous campaigns 
against persons defrauding the public, there wiU always be need 
for the individual investor to look for the eaimarks of fraud 
in low-grade securities. 

s»Se 0 Jay W Blum, “The Fodoral SeouuUes Act, 1933-30," 46 Jownal art 
Pohiiml Economy 62. 



Chapter XXII 


UNDEEWRITING, SYNDICATING, AND 
DISTRIBUTING SECURITIES 

l^Jefimtion of underwriting. — Although the term “under- 
writing” originated in the practice of English merchants, 
gathered in Lloyd’s famous coffee house, of writing their 
names at the end of certain documents wherein each agreed 
to assume jointly with the others a portion of the risks of 
marine and other hazardous enterprises, the practice com- 
monly called “syndicate underwriting of corporate securi- 
ties” probably originated in Prance. A very clear definition 
of a Irue underwriting agreement is to be found in an English 
case m which the learned judge said “An underwriting 
agreement means an agreement entered into before the shares 
are brought before the public that in the event of the pubhc ' 
not taking up the whole of them or the number mentioned 
in the agreement, the underwriter will, for an agreed com- 
mission, take an allotment of such paid of the shares as the’ 
public has not applied for.”^ 

This definition remains accurate, but today the term 
is more comprehensive and is used to designate not only an 
underwriting in the defined sense but also the relationships 
between an issuer and a person (a) who purchases an issue 
outright with a view to reselliijg and distributing it, or (b) 
who sells for the issuer in connection with any such distribu- 
tion. * In the discussion which follows the word will be 
employed in each of these meanings. 

^ Ex parte Audain, 42 Cli D. 1, page 6 Soo also London Pans Financial, 
etc , Corp , 18 Times L R 609 

The London Boonomtat in 1873 (Voi XXXI, p 994) defined an undeiwnt- 
mg syndicate to be *‘an association of peisons ^vho guarantee the subsciiption to 
the issue cithei wholly or partially, each guarantoi usually aoceptmg the 
responsibility for so much to the actual contiactois " 

* The Seounties Act of 1933 defines an undoiwiitoi as follows “The term 
'underwriter' moons any pemon who has pui chased fiom on issuer with a 
view to, 01 sells for an issuer m connection with, the distiibution of any secuiity, 
or participates or has a direct or indirect participation m any such undertaking, 
or participates or has a paitioipation in the direct or mdireot underwntmg of 
any such undertaking, but stioh teim shall not mcludo a person whose interest 
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Definition of syndicate.-^he word syndicate stands for a 
form of business organization known techmcally as a “joint 
adventure.” Syndicates m general are temporary associa- 
tions of firms foimed for the purpose of carrying through a 
given object; usually they tenmnate automatically when that 
object has been accomplished. In the security business, a 
syndicate is an association of “houses,” formed by one or 
more dealers who will nominally act as manager or managers 
of the gioup, for the purpose of underwiiting or distributing 
an issue pursuant to the terms of appropriate underwriting 
or selling agreements.* The members of a syndicate are 
usually called “participants.” 

Before attempting to explain the purposes and processes 
of underwriting and distributing securities, let us look briefly 
into the history of investment banking in this country. 

Historical review of investment banking. — Five definite 
epochs are diseermble in a broad historical review of American 
methods of marketing securities. The periods and their 
dominant characteristics are described briefly below. 

Pre-Ciml War . — ^In the early pai’t of this period there 
were few issuers and few investors. Business concerns and 
merchants m need of capital sold their securities directly 
to investing institutions and to wealthy individuals, without 
the aid of an investment banker. When funds were needed 
for local improvement projects, for example, shares were 
offered directly to the pubhc at some tavern or other public 
meeting place, where the subscription books were opened. 
The purchasers appeared in person and their subscriptions 
were entered in the books. Brokers sometimes assisted in 
the distribution of these securities by pm’chasing “blocks” 
of the offerings for their own accounts and reselling them to 
clients. Although the stock exchanges were organized in 
this period, the investment banking machinery was as yet 
undeveloped. In the period around the 1830’s, commercial 

IS liimted to a oomrrussion from an, undei writer or dealei not m excess of the 
usual and customary distiibutois’ or sellers' commission As used in this 
paragraph the term ‘issuer’ shall include, in addition to an issuer, any person 
directly oi mdiieotly oontrolhng or oontiolled by the issuer, or any peison 
under direct oi indirect common control with the issuer.” Soo. 2 (11) 

•This definition lecogmzes the common use of the term “syndicate” m 
connection with sellmg groups The selhng group, which is not a syndicate 
m the strict sense of the word, performs some of the functions of the selling 
syndicates that eiasted m tlie twenties, and is therefore loosely referred to as a 
“syndicate” by those m the mvestment bankmg field. See page 400. 
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banks performed some of the functions of investment bankers 
by purchasing large blocks of State and municipal securities 
and by making loans to promoters with stocks and bonds as 
collateral. 

Foreign bankers were active during this period in purchas- 
ing State bonds and securities of American business enter- 
prises to an extent which varied as wars abroad, resumptions 
of peace, and economic crises in this country affected their 
interests. Many of these foreign houses established American 
branches, while others maintained “connections” here. 

The panic of 1837 caused great losses to the banks, cut 
off the flow of capital from abroad, and undoubtedly retarded 
the development of investment banking It led States to 
seek a separation of investment banking from commercial 
banking, and brought about a tendency to leave real estate 
financing to separate institutions. Toward the close of this 
period, speculation in railroad and miscellaneous securities 
began to grow. 

Post-Civil War . — The Federal Government’s need for 
funds and its inability to raise them in foreign capitals 
because of the unpopularity of the Union cause abroad led 
to the formation in 1871 of a syndicate of investment bankers, 
under the leadership of Jay Cooke, to place $2,000,000,000 of 
Government bonds. In the opinion of some authorities,^ this 
was the first example of underwritmg in America. It was 
about the year 1875 that the process of syndicate underwriting 
of securities became well known to the financiers of England 
and America. 

Cooke’s success in selling bonds in small amounts to 
tradesmen, laborers, farmers, and other small investors by 

* See F A Clevdand, “Promotion and Capitalization of Railroads,” page 
287 Professor Cleveland says that Jay Cooke applied the Fienoh method of 
underwriting securities to the government’s bond issue of 1871, and that this was 
tho first example of underwriting in the United States It is submitted that 
when Stephen Giroid (a Fienohman, to bo sure) rescued the country fiom 
bai^iuptoy by taking S5, 000, 000 of United States bonds sixty yoaia before 
1871, he in effect acted as an underwriter It might leasonably be objected 
that befoie Giiaid took the bonds, a pubho oftei had been made and that the 
failure of the pubho to subsoiibe for moie than 820,000 woith of the securities 
precluded anythmg but an out-and-out purchase A house cannot bo insured 
after it has burned down. But tho answei is that the house, though previously 
in danger, had not burned down When Girard subscribed to tho extent of 
86,000,000, he assured to the Government the sale of its bonds, not ultimately 
to bimgelf (for he did not have that much money), but through him to the 
pubhc 
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appealing to their patriotism and national piide developed 
the small investor’s interest in securities. Later, during the 
period of wild speculation that occuired, many of these 
purchasers of Government bonds became speculators in 
stocks and bonds of new railroad corporations. They, as 
well as many investment banking houses, were caught in 
the panic of 1873, which abruptly terminated the period of 
speculation. Some of the railroads which had been financed 
by investment bankers failed as a result of the panic. The 
pubHe generally became wary of the security-selling methods 
that had been employed and remained timid in respect to the 
securities markets for many years thereafter. 

Pre-World War and World War . — In the early part of this 
period the American capital markets narrowed. Individual 
investors placed their funds directly in business enterprises 
or in real estate and permitted banks and insurance com- 
panies to act as their mvestmg institutions. International 
banking houses dominated the field through their close 
connections with domestic investing organizations. Up to 
about 1910, the practice of underwriting the sale of securities 
was apparently more widely followed in England than in 
America. 

The emphasis in this period was upon the underwriting 
and wholesaling of securities rather than upon retailing. 
Thus, when the panic of 1903 occurred, it was attributed 
largely to “undigested” securities. The Armstrong Com- 
mittee, appointed by the New York State Legislature in 
1905, with Charles Evans Hughes at its head, delved into 
the practices of insurance companies in the underwriting 
field and revealed conditions that finally resulted in legisla- 
tion prohibiting insurance companies from engaging in 
underwriting. 

The period from 1893 to 1914 marked an era of reorganiza- 
tion and consohdation of railroads and of consolidation of 
many small industrial plants into large co-ordinated units. 
The United States Steel Corporation, the American Can 
Company, the International Harvester Company, and many 
others of the country’s largest industrial corporations were 
orgamzed in this period. The investment banking business 
developed as the bankers assisted in effecting the absorption 
of vast amounts of public utility and industrial securities 
that came into the market. Speculation and fraud became 
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rife with the expansion of public interest in financing. Some 
of the inflation of values caused by this activity was squeezed 
out during the panic of 1907. As the need for checking 
fraudulent sales of securities was felt, "blue sky” laws began 
to appear in various States. 

The World War and the impetus it gave to the expansion 
of American industry led to the absorption at home of a great 
bulk of American securities that had until then been held by 
investors abroad. Many foreign loans, as well as a large 
volume of new domestic loans, were floated. 

Post-World War . — ^The period of investment banking 
that began with the World War ended with the enactment 
of the Securities Act of 1933. In this peiiod, as in the post- 
Civil War period, the domestic capital markets were greatly 
developed. Not only had the Liberty Loan campaigns 
awakened pubhc mterest in mvestment of private funds 
in securities, but other factors, such as bank credit inflation 
and the development of high-pressure security salesmanship, 
contributed to bringing about an era of speculation that 
culminated in the crash of November, 1929 and subsided 
with the subsequent decline of prices. The complicated 
processes of underwriting and distributmg securities that 
were created and matuied during this period will bo referred 
to from time to time in this chapter. 

Syndication machinery was geared up during the twenties 
for speedy distribution of securities. Frequently the market- 
ing of a new issue began on the same day that bankers signed 
the contract with the issumg corporation Thus, both the 
underwriters and the retailers avoided the risks of price 
changes. In many instances such great reliance was placed 
upon the judgment of the mvestment bankers in the selection 
of a new issue that the distributors and the buyers themselves 
paid little attention to the quality of the securities offered. 
Fi’equently the information available wnth regard to an issue 
was so meager that security analysts and buyers who wanted 
to study the quality of the security had no authentic data on 
which to base a considered judgment. 

In 1932 the Senate Committee on Banking and Currency 
was authorized to investigrtu security dealings, banking 
practices, and their effects. During the progress of the 
mvestigation, Congress enacted the Banking Act of 1933, 
the Securities Act of 1933, and the Securities Exchange Act 
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of 1934, all of which had important effects upon investment 
banking in the next era. Many of the abuses disclosed by 
the Congressional investigation were completely forbidden, 
and other practices were stringently curbed. 

Current period. — A. vital change took place in the invest- 
ment banking business, begmmng with the enactment of 
Federal legislation to protect investors and to control securi- 
ties markets. Not only were the processes of underwriting, 
syndication, and distribution of securities adjusted to the 
conditions created by the Securities Act of 1933 and the 
Securities Exchange Act of 1934, and to rules and regulations 
subsequently issued by the Securities and Exchange Commis- 
sion, but the very organization of the investment banking 
houses and retail distributors was changed. At the beginning 
of the period, the number of investment banking houses which 
could undertake large risks was considerably cut down, as 
compared with the twenties. This reduction was due princi- 
pally to three factors: (1) the losses sustained in unmaiketable 
securities during the deflationary period caused the failure of 
a number of investment banking houses, reduced the capital 
of others, and induced still others to merge; (2) the Banking 
Act of 1933 eliminated bank security affiliates which in the 
twenties had handled many security flotations; (3) the fact 
that the Banking Act of 1933 docs not permit private bankers 
to engage in security wholesaling and retailing. While some 
of the private bankers, like Kuhn, Loeb and Company, aban- 
doned the deposit banking busmess to remain in the security 
wholesaling business, others, like J. P. Morgan and Company, 
withdrew from the securities business. However, as the 
capital markets improved somewhat, the number of mvest- 
ment bankeis and then resources increased. 

During the thirties, retail organizations became fewer in 
number and smaller in size, as compared with those of the 
twenties, because the public no longer clamored for securities. 
Some retail houses revised their oiganizations to serve the 
insurance companies and the financial institutions, which 
became the principal investors in bonds. 

Private placing of loans increased,® and issues suitable for 
investment by financial institutions dominated the field. 
Undoubtedly the easy money policy of the Federal Reserve Sys- 
tem, as well as the lack of demand for new capital, depressed the 


s See page 367 
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yield on high-grade bonds, a factor which helped to reduce the 
already lessened interest of the private individual in securities 

The investment banking mechanism which will be 
described in this chapter reflects the situation prevalent after 
sue years of operation under the Securities Act of 1933. For 
two years after the passage of the Act, there was little or no 
corporate financing with the aid of investment bankers. 
The following four years constituted a period in the course of 
which the mechanism of security underwriting and distribu- 
tion was adjusted to situations created by legislation and to 
the changed economic and financial conditions of the country. 
Some of the processes to be described here will undoubtedly 
undergo revision in the future as amendments to existing 
legislation are enacted and as new interpretations of the laws 
are rendered Furthermore, changes in the nature of the 
money market itself may bring about changes in investment 
banking methods and machinery. 

iPilrposes of underwriting. — Underwriting — used in its 
broadest meanmg — ^may be resorted to in corporate practice 
to assure the accomphshment of any one of many operations 
connected with corporate finanemg. The following are the 
usual purposes of underwriting: 

1. Underwriting may assure the sale of secunhes that are 
issued for the purpose of raising funds for expansion purposes. 

2. Underwriting may assure the refunding of securities. 
Thus, if bonds are about to become due, a new issue based 
on a mortgage of the same properties may be offered to the 
old bondholders. Since the mdenture of the maturmg 
obligation almost always calls for pa 3 anent in cash, some 
of the holders of the bonds coming due may insist upon 
receiving such cash. In anticipation of such a contingency, 
the corporation may make a contract with investment bankers 
each of whom, for a designated consideration, usually cove- 
nants to purchase a pro rata part of the bonds of those 
holders who insist upon cash. The syndicate formed by 
the bankers then exchanges these bonds for tho new issue. 
Generally, however, if the company wishes to refund an issue of 
bonds, it will sell the entire new issue to the investment bankers, 
and with the proceeds redeem the matured bonds, rather than 
offer the new secmities directly to the old bondholders ® 

‘During the "easy money" period following 1933, moat ot the bonds and 
preferred stooks sold were for refunding purposes. 
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3. The promotion of consokdahons under what is termed 
the Option method may be underwritten. The work of such 
a syndicate is described in the chapter on consolidation.'^ 

4. Underwriting syndicates have long served in connection 
with the reorgamzaUon of corpoiations. Today the usual 
arrangement is for the underwriters to agree to purchase 
any of the new securities offered to existing security holders 
and claimants under an approved plan of reorganization but 
not subscribed for by them. The function of the under- 
writing syndicate in reorganization proceedings is discussed 
more fully on page 792 

5. Extension of maiurity of an outstanding bond issue may 
be underwritten. 

6. Exchange of one form of security for another may be 
underwritten. For example, the exchange of debentures for 
mortgage bonds. 

7 Simplification of public utihty holding companies under 
Section 11 of the Pubhc Utility Holding Company Act of 
1935 may involve the raising of funds with the aid of under- 
writers. 

8. In the past, underwriting served the puiposc of assisting 
in the conversion of secuntus, for example, the conversion of 
7 per cent preferred stock into 5 per cent bonds Since the 
holders of the stock could not be forced to make the conver- 
sion, the object of the underwriters was to buy the stock at a 
low price in order to offer it in exchange for the bonds.® 

Kinds ofNi^ii&icates. — Syndicates are used less extensively 
at present than they were in the twenties. The various 
kinds of syndicates that are formed today and those that 
existed in the twenties are described below. 

Underwriting syndicates are formed solely to assure the 
sale of an issue of securities that has been offered to old 
security holders. The syndicate does not purchase the 
securities from the issuing corporation, nor does it offer the 
securities to the public at the time of its formation. It 
merely agrees, for a stipulated payment, to purchase securities 
not tak en by the old security holders The offering of the 

* See page 651 

“The classic example is the United Stales Steel Corporation’s so-called 
bond oonveision The story has been written m full by Professor Edward 
Sherwood Meade and should be studied by every student of corporation finance 
See E S. Meade, "Trust Emanoe," and W. Z Ripley, "Trusts, Pools and 
Corporations " 
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underwritten securities to the shareholders may be made 
by the corporation. Since underwritmg syndicates are 
formed in connection with issues that involve an offering 
to old security holders, they usually appear in issues of stock 
in which old stockholders have a preemptive right, and in 
issues created for refunding, conversion, consohdation, or 
reorganization purposes. The underwriting syndicate func- 
tions today m much the same manner as it did during the 
twenties and earlier. 

Purchase syndicates. — The term “pm’chase syndicate” 
is applied to the group of investment .bankers who purchase 
an issue of securities from the issuer. The composition of 
the group and its functions are desciibed in detail on pages 404 
et seq. 

Selling or distributing syndicates — In the twenties there 
were in the field of retailing two outstanding syndicates, 
the distributing syndicate and the selhng syndicate, each 
formed to obtain a wide sale of securities to the public 
They were organized by an underwriting syndicate to distrib- 
ute the securities not taken by old shareholders, or by bank- 
ers who had purchased an issue of securities outright from a 
corpoiation. With the enactment of the Securities Act of 
1933 the distiibuting and selling syndicates disappeared. The 
selling group, which was not and is not a syndicate in the 
strict sense of the term, survived ® 

Occasionally an issuer arranges for a group of bankers 
to act as a distributing syndicate. The actual offering of 
the security is made by the issuer as prmcipal through the 
syndicate members as agents. The participants assume no 
liability and are compensated for their successful efforts in 


securing purchasers. 

Loan syndicates were sometimes organized separately from, 
but supplementary to, underwriiing syndicates to provide 


cash for corporations while their securiti^were in process of 
sale. These syndicates supphed cash to underwriting syndi- 


cates which were not able to sell their securities at the rate 


agreed upon with the corporation.^® This function is now 


’ Sco footnote 18, page 406 

u Frequently, ddays ooourred ui getting the selling campaign under yray; 
in such oases the necessity for supplying cash through loans did not reflect 
adversely on the maiketability of the security. Loons were generally made by 
the banks to whoevei could post the securities as collateral The hypothecated 
seounties were then released as they were required for dehvery to investors 
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performed by commercial banks which lend money to the 
corporation for hmited periods until the funds are made 
available by the investment bankeis. 

Trading syndicates, or pools, as they are sometimes called, 
were formed to advance or maintain the price of securities. 
They frequently had no definite organization beyond the 
fact that a single manager engaged the services of a number of 
brokers to make purchases and sales. Such S 3 mdicates or 
pools today would come within the category of manipulative 
operations which are prohibited by the Securities Exchange 
Act of 1934. They are not to be confused with the trading 
account used by an underwriting group for permissible 
stabilization of prices. See page 427. 

Classification of investment banking transactions. — Fi- 
nancing with the aid of investment bankers can be divided 
into two classes (1) financing in which the corporation offers 
its securities to old security holders but calls upon a group of 
bankers to underwrite the issue, (2) financing in which the 
corporation does not offer its securities to old security holders 
but sells the entire issue of stock, bonds, or notes to a group of 
investment bankers. 

The functions of the bankers in each case are threefold' 
(1) to assure the corporation that it will receive payment for 
the securities at a certain price and by a certain time; (2) 
to provide funds which are to be paid to the corporation at 
the time payment is due; (3) to distribute the secuiities in 
such a way that after they have all been sold and the bankers 
are no longer involved in the marketing of the issue, the 
securities will have a natural market. 

In accomphshing these purposes, the banking houses that 
deal witn the corporation take the risk of not finding investors 
to purchase aU of the issue at the public offering price and of 
being forced to hold the unsold securities to which they have 
title, since they paid the corporation for them on the closing 
date. This is the risk for which they are paid. (See discus- 
sion of compensation on page 432.) 

Outline' of two classes of financing. — ^To simplify the 
explanation, the fundamentals of each of the two classes of 
financing will be discussed first, as outlined below. 


A third class, that m which the group acts as agents for the issuing coj^iorar 
tion in selling to the pubhc, may be mentioned See page 385. 



UNDERWRITING AND SYNDICATING SECURITIES 397 


1. Syndication where offer of securities to old security 
holders is underwritten. 

a. Underwriting agreement with the corporation. 

b. Underwriting syndicate agreement among the bank- 
ers. 

c. Distribution of securities not taken by old security 
holders. 

2. Syndication where securities are sold directly to invest- 
ment bankers. 

a. Current methods. 

b. Methods followed dunng the twenties. 

c. Contract between the corporation and the purchas- 
ing bankers. 

d. Agreement among the purchase group underwriters. 

e. The selling machinery. 

This discussion will be followed by an explanation of certam 
clauses in the various agreements, certain activities in the syn- 
dication process, and other matters, as described on page 425. 

Usual method of syndication where deal involves offer to 
old security holders. — complete underwriting of an issue 
which IS to be offered to old security holders usually involves 
two agreements: (1) an underwi’iting agreement between 
the corporation and the banker that originates the issue, 
that IS, the banking firm with which the corporation fii'st deals, 
acting as representative on behalf of itself and the other 
“several” underwriters named in the agreement, and (2) 
the syndicate agreement between the manager, that is, the 
representative or the originating banker, and the participants. 
While some of the covenants of the agreements are difterent 
today from those used before the enactment of the Securities 
Act of 1933, the agreements arc substantially the same as 
those of underwritings in the twenties. 

Terms of underwriting agreement with the corporation. — 
A typical agreement between an originating banker on behalf 
of the participants and the prospective issuer usually takes 
the form of an exchange of letters. The terms of the agi’ee- 
ment, of course, depend on the nature of the transaction to bo 
entered into and the purposes to be accomplished. The 
following are the provisions commonly found in a true under- 
writing agreement, that is, one in which the syndicate is 
bound to take such securities as are left after an offer has been 
made to old security holders by the corporation: 
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1. Purpose of the agreement — ^The opening paragraph 
indicates that the corporation proposes to offer a certain 
number of shares of stock at a designated price to stockholders 
of record on a given date on the basis of one shaie for a certain 
number of shares held by each of such stockholders on the 
record date. The deshe of the corpoiation to obtain agree- 
ments from underwriters to purchase those shares of stock 
which are not subscribed for by the stockholders during the sub- 
scription period IS mentioned as the purpose of the contract. 

2. Representations and warranties of the corporation . — The 
corporation generally warrants that it has prepared and filed 
a legistration statement and prospectus with the Securities 
and Exchange Commission, and makes other warranties with 
respect to the completeness and accuracy of statements con- 
tained in the registration statement and prospectus.^* It 
may also warrant that it will prepare and provide a newspaper 
prospectus. 

3. Agreement to sell unsvhsmbed stock, price , — ^The corpo- 
ration agrees to sell to the several underwriters named in 
the agreement, and the underwriters agree severally to pur- 
chase at the price at which the stock will be offered to stock- 
holders, the respective percentages of unsubscribed stock set 
forth opposite their names. The percentages usually total 
100 per cent of the unsubscribed portion of the stock. 

4. Payment for unsubscribed siock . — ^Payment is to be 
made for the unsubscribed stock on a given date, although 
such payment may be deferred to a later time within a desig- 
nated peiiod, upon delivery of the stock to the head of the 
group for the accounts of the several undci writers. The 
corporation normally agrees to inform the banker within a 
preaciibed number of days or hours of the number of shares 
of unsubscribed stock which each underwriter will be obli- 
gated to take up and pay for. The date and time for payment 
and delivery are known as the “closing" date. 

5. Compensation of underwriters . — ^This subject is discussed 
on page 432. 

6. Offering of unsubscribed stock . — ^The underwriters may 
or may not, as they determine, make a public offering of the 

“The registration statement and eidiibitB are geneially prepared by the 
attorneys of the corporation and reviewed by the underwriters and thoir 
counsel The prospectus is generally prepared from the registiatjon statement 
by the underwriters and their counsel, 
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unsubscribed stock on the terms set forth in the registration 
statement. The corporation agrees to file any amendments 
or supplements to the registration statement necessary to 
facilitate such an offering, should the group decide to malce 
one. The underwriters and dealers to or through whom the 
unsubscribed stock is to be sold are authorized to use the 
prospectus in connection with the offering. The corporation 
usually authorizes the underwriters to advertise the unsub- 
scribed stock by means of any newspaper prospectus approved 
by the corporation. 

7. Conditions of underwriters* obligations — The under- 
writers’ obligations are subject to certain conditions These 
generally require that the registration statement bo effective 
not later than a certain date, that no stop order shall have 
been issued, that counsel be satisfied with the legality of all 
matters pertaining to the issuance of the securities, and that 
there shall have been no material change m the corporation 
between the date of the agreement and the closing date. 
Other conditions may include the listing or preparation for 
listing of the securities by a certain time, the hedge clause 
described on page 426, and substantial performance by the 
corporation of its agreements under the contract. 

8. Other covenants of the corporation. — The corporation 
agrees to perform certain obligations, which generally include 
the following: (a) to advise the originating banker when the 
registration statement and any amendments have become 
effective, and of the issuance of any stop order or the initia- 
tion of any stop order proceedings by the Securities and 
Exchange Commission; (b) to deliver a certam number of 
copies of the registiation statement, and as many copies 
of the prospectus as the originating banker may reasonably 
request; (c) to furnish the principal underwriters with copies 
of any proposed amendments to the registration statement 
or prospectus before they are filed; (d) to keep the prospectus ' 
up to date for the period of one year after the date of the 
offering bo the stockholders; (e) to qualify the stock for sale 
under the securities or “blue sky” laws of such States as the 
originating banlcer may designate;^® (f) to indemnify the 
underwriters, as described on page 425. 


10 The amount to be expended for qualification under "blue sky” laws is 
often lumled Additional qualifications must then be paid foi by the group. 
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9. Date of agreement. — ^The underwriting agreement usu- 
ally becomes effective simultaneously with the registration 
statement, and until that time may be terminated, on written 
notice given as icquired in the agreement, by the company, 
by the manager, or by such number of underwriteis as have 
in the aggregate agreed to purchase more than 50 per cent, or 
some other defimte percentage, of the unsubscribed stock 

10, Reimbursement of underwriters upon cancellation. — If 
the agreement is canceled by the underwriters for cause 
attributable to the corporation, any out-of-pocket expenses 
of the underwriters (including fees and disbursements of their 
counsel) reasonably incurred by them oi any dealers in con- 
nection with the purchase or sale of the unsubscribed stock 
must be paid by the corporation. 

Terms of syndicate underwriting agreement. — The origi- 
nating banker offers a defimte participation to various 
underwnters, selected m the manner described later in this 
chapter (see page 430). This offer is accepted or rejected, 
and of course may be changed by negotiation. The syndicate 
underwritmg agreement brmgs together the original banker 
and the participants, confirms and completes the ear her 
piehimnary understanding reached by telephone or letter, 
and recites the rights and obligations of the parties. The 
agreement takes the form of an offer addi’cssed to the partici- 
pants and accepted by them in a space provided for the 
signature. 

In the first paragraph each underwriter confirms the 
arrangement made by the originating banker for underwriting 
the securities of the corporation. The letter then gives the 
terms of the agreement, the most important of which arc : 

1. Authority to contract with corporation. — ^Each under- 
writer authorizes the originating banker to execute on its 
behalf the agreement with the corporation, a copy of which is 
usually attached as an exhibit to the agreement among 
underwriters. 

2. Purchase of unsvhscnbed stock by the underwnters. — The 
originating banker agrees to give each underwriter advice as 
to the number of shares of unsubscribed stock which he will 
be obligated to take up and pay for, and each underwriter 
agrees to inform the originating banker, within a specified 
period prior to the closing date, of tho names and denomina- 
tions m which it desires to have the stock registered. Each 
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underwriter agrees to pay the full purchase price upon 
delivery of the certificates to the originating banker. The 
compensation which the origmating banker, who acts as 
manager of the syndicate, receives from the corporation on 
behalf of himself and the several underwriters is credited to 
the respective accounts of the underwriters. 

3. Restriction on trading in rights. — Occasionally each 
underwriter is required to agree not to trade during the sub- 
scription period either in the rights of the corporation or in 
the stock for its own account. 

4. Compensation of manager. — The compensation, if any, 
which the originating banker receives for negotiating, arrang- 
ing, and managing the underwriting is indicated. Each 
underwriter agrees to pay, usually on the closing date, his 
share of the service fee, the amount of which is charged to his 
account by the manager. 

5. Distribution of unsubscribed stock. — ^Until the termina- 
tion of the agreement, each underwriter agiees to dispose 
of the shares in the manner and upon the terms and conditions 
provided in the agreement. He may not, without the consent 
of the manager, directly or indirectly offer for sale or partici- 
pate in any offer for sale of the unsubscribed stock. The 
underwriters authorize the manager to determine whether a 
public or any other kind of offering of the unsubscribed stock 
will be made, and at what offeiing price. The manager is 
further authorized to offer the unsubsciibed stock to dealers, 
m its discretion, and to determme whether dealers shall be per- 
mitted to allow a concession to brokers or dealers actually 
engaged in the investment banking or securities business. The 
agreement as a rule mdicates the maximum concession which 
may be allowed to dealers Each of the underwriters agrees 
that if all the securities are not sold and the manager deems 
it desirable to have the securities taken up by the participants, 
he may call upon them to “carry” their pro rata commit- 
ments, This subject is explained further on page 429. 

6. Liability of underumters. — ^The obligation of the under- 
writers to take up any of the unsubscribed stock that is not 
sold to others or that is reserved for dealers and not paid for 


Often, bonkers arc allowed to sell duiing the subscription period on a 
“subject to allotment” basis; then when they know how much unsubscribed 
stock they are going to have, they eonfiim their sales. 



402 FINANCIAL ORGANIZATION AND MANAGEMENT 


by them is clearly stated. The usual arrangement is described 
on page 430. 

7 Trading account. — The manager’s rights with respect 
to operating a trading account, its limitations in that lespect, 
and the members’ liability in legard to the trading account 
arc set forth in the agreement. (See discussion of the trading 
account on page 426.) 

8. Repurchase clause. — The agreement defines the rights 
of the manager with respect to the securities repurchased by 
it at or below the offering price for the trading account, 
and the obligations of the participants with lespect thereto 
See page 428 for an explanation of the purpose of this clause. 

9. Expenses of the syndicate. — Each underwriter agrees 
to permit the manager to charge his account with a propor- 
tionate share of all expenses incurred by the manager in 
connection with the underwriting of the sale of the stock 
by the corporation or the purchase, carrying, and sale of any 
unsubscribed stock. Taxes on transfers are not made 
proportionately, but are charged to the accounts of each 
underwriter in accordance with the number of transfers made 
for his account 

10. Termination of agreement. — The date when the syndi- 
cate will expire, and the manager’s rights with respect to 
extendmg or terminating the agreement, are defined See 
page 436. 

11. Effect of default. — The default of any underwriter 
ordinarily does not release any of the other underwriters from 
their obligations. If an underwriter defaults, anothei may 
take his place or his participation may be assumed by some or 
all of the participants. 

12. Changes m registration statement. — The manager is 
authorized to approve changes in the registration statement, 
prospectus, and newspaper prospectus. If the effectiveness 
of the agreement with the corporation is dependent upon the 
registration statement becoming effective on a certain date, 
the manager may be given the right — ^within limits — to extend 
that date. 

13. Rights and liabilities of manager. — ^The manager is 
relieved from certain duties and liabilities, such as the duty 
to account for interest on funds of the underwriters in his 
hands, and habUity for the form of or representations con- 
tained in the certificates of stock, subscription wai’rants, 
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and the like. The manager is liable for lack of good faith and 
for obligations expressly assumed by him in the agreement. 

14 Confirmation . — Each underwriter confirms having ex- 
amined the registration statement, prospectus, and amend- 
ments, and expresses his willingness to proceed with the 
underwriting of the sale. 

15. Indemnification — The indemnification clauses de- 
scribed on page 424 are included 

The relationship of the parties (see page 431), the fact 
that the liabihty of each undei writer is several and not joint, 
and the manner of giving notices required by the agreement 
are also covered in the agreement. 

Usually all the underwriters meet, or are represented by 
attorneys, in the office of the head underwriter, where the 
agreements are signed 

Distribution of securities not taken by old security 
holders.— If the amount of seematies not taken by old security 
holders is small, each member of the syndicate may dispose 
of the shares at private sale, in the open market, or otherwise 
If the amount is large, a selling group of selected dealers may 
be formed to assist in the distribution of the shares The 
manner of arranging the group and its method of operation 
are described on pages 415 et seq. 

Syndication where securities are sold directly to invest- 
ment bankers. — In the preceding paragraphs we dealt with 
the undei wiiting of an issue of securities that is offered to old 
security holders, and explained m some detail the agreements 
involved in such a transaction. We shall now proceed with 
an explanation of underwriting effected by a sale of an entire 
issue of secuiities to a group of investment bankers. Since 
present-day methods vary considerably from practices fol- 
lowed in the twenties and are an outgrowth of the latter period, 
we shall briefly describe the methods of both periods before 
explaining the nature of the agreements usually involved 
m such underwriting today. 

At the close of the detailed explanation of the entire 
procedure involved in underwriting the sale of an issue of 
securities to a group of investment bankers, a diagram of 
the process is presented. The serious reader, howler, would 
do well at this point to turn immediately to the diagram on 
page 424 and examine it in a general way without trying 
definitely to understand it completely. Then, as each step is 
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discussed, he may again refer to the diagram to see the relation 
of the particular discussron to the entrre process. 

Current methods of purchase and distributron by invest- 
ment bankers. — A. deal mvolvrng the purchase of an rssue of 
securitres from a corporation orrgrnates m one of the followrng 
ways. (1) the corporation may approach an investment bank- 
rng house with which rt has had prevrous dealings or wrth 
whrch it desrres to have deahngs; (2) the investment banker 
may approach a corporation with a plan for recapitalization or 
other financing that is advantageous to the corporation; 
(3) a “finder” who makes a practice of brmging corporations 
and bankers into relationship with each other, and who 
receives a fee from the bankers if the deal is consummated, 
may recommend the business; (4) the investment banker 
may learn of the corporation’s need for capital through a 
friendly bank, (5) the purchase may be secured through 
competitive bidding. 

The house with which the corporation arranges the deal is 
said to originate the issue. It does most of the negotiating, 
investigating, and preparation of the issue. The originating 
banker usually sends invitations to other underwriting and 
investment houses to participate in a purchase group which 
will buy the entire issue from the corporation “ Each invita- 
tion is accepted by the policy-determining committee of the 
house if after an examination of the proposed issue they 
decide that they wish to be associated with the financing 
Otherwise it is rejected. Each member of the group, rather 
than the originating banker alone, assumes his shaie of the 
contractual hability with the issumg corporation. ““ The 


For the reasons stated on page 408, and because the undoiwriteis, foi tax 
reasons, do not 'nish to be deemed a umt — that is, an association oi a pat i iier- 
ship — ^the cuiient tendency is to avoid the use of the word “gioup,” to speak 
of the pailicipants as underwriters, and to emphasize thru status os soveial 
individuals. In this text, however, for convenience and simplicity, we have not 
avoided the use of the word "group " 

As a rule, the invited paitioipants examme the affairs ol the issumg 
corpoiation less thoroughly than the originating banker, but they examme 
coiefully the icports of engmeers, accountants’ staiemonts, and other ma tonal 
prepared by the technical staff of the origmatmg house and by mdopondent 
experts hired by llie issuer Sometimes they send then own exports and 
engmeers to examine the properties of the issuing corporation 

Ha In previous years secunty issues were frequently handled by two houses 
through a jomt account In registered issues today, however, the joint 
account is avoided and the several liability of the paiticipants is stressed 
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originating banker is generally authorized to act as a represent- 
ative or manager of the purchase group. Occasionally, how- 
ever, the originating banker will prefer to have some larger 
and better-known house act as manager. 

Three agreements arc usually made in the underwritmg 
of an issue of securities through pm’chase by investment 
bankers: (1) an agreement between the corporation and the 
originating banker who acts as representative of all the under- 
writers participatmg in the purchase; (2) an agreement among 
the underwriters, in which the rights, duties, obhgations, and 
habihties of the several underwriters are defined, (3) an agree- 
ment among selected dealers, sometimes called a "selling 
group," who will aid the several underwriters in distributing 
the issue. These agreements will be described in detail later. 

The agreement with the corporation usually provides that 
it shall become effective when the registration statement 
becomes effective. At that time there is a firm commit- 
ment by the investment banking houses to pay for the securi- 
ties they have previously agreed to purchase. About two 
or three days before the effective date of the registration 
statement, assuming that the offering is to take place as soon 
as practical after the registration becomes effective, the under- 
writers meet and negotiate all terms of the purchase agreement 
and of the selling group agreement not previously deter- 
mined. At this tune, the pubUc offering price and the price 
to be paid to the company having been negotiated and 
agreed upon, the agreement among the underwriters is signed 
The contract with the coiporation is generally signed later the 
same day by the representative of the seveial underwriters on 
behalf of each of the underwriters. Both of these agreements 
may be held in escrow until the conditions necessary to make 
the agreements effective have been met. 

Methods of purchasing and distributing securities during 
the twenties. — Durmg the twenties the prelinunary steps 
in financing through the sale of securities to investment 
bankers were very much the same as those described in the 
pieceding section. After negotiation and investigation by 
the originating banker, a contract was entered into between 
that banker and the corporation. This contract generally 
provided for the banker's firm commitment to purchase 

See page 426 for clause giving the underwaters the right to terminate the 
agreement before the dehvery date 
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the entire issue, in the case of bonds and better-grade stocks. 
In the case of smaller and moie speculative issues, the contract 
would provide for conditional purchase, or would give the 
banlcer an option to purchase, or would make the banker the 
selhng agent of the corporation. 

Once the contract had been signed, the corporation had 
practically no further interest in the syndicate process. 
The banker had on his hands the problems of dividing the risk 
assumed in purchasing the securities, of furmshing the funds 
to the corporation, and of distributing the securities widely, 
while at the same time placing them so permanently that they 
would not (hop in market puce when the banker withdrew 
from the marketing piocess. To accomplish this there were 
certain methods available to the banker, a choice of which 
depended upon two elements* (1) the amount of the spread 
between the purchase price and the price at which it was 
expected the securities would be sold to the pubhc, which 
determined how much the banker was willing to give up for 
the sake of distributing the lisk; and (2) the difficulty antici- 
pated in the sale of the securities. 

Assuming (a) that the issue was second grade, (b) that the 
spread between the purchase price and the offering price was 
fairly large, (c) that the issue was of good size, and (d) that 
it would not, in 'Wall Street slang, “go out the window” but 
;would have to be sold throughout the country by many 
dealers if it were to be well assimilated, the banker would 
usually orgamze the following groups* a purchase gioup, a 
banking group, and a selling syndicate. Each of these 
groups actually would purchase all or part of the issue from the 
preceding group at a price somewhat higher than that paid 
by the group from which it made its purchase. If the issue 
were second grade, of small size, and one that the banker 
did not anticipate having great difficulty in selling, he would 
organize a purchase group, a special group, a banldng group, 
and, instead of a selling synchcate,^® a selhng group or whole- 

“Tho principal difference between a selling syndicate of the twenties 
and a selling gioup, as it was organized in the twenties and as it exists today, 
bos in the nafcuie of the participation of the members, and consequently m 
their habihties The sellmg syndicate oidmarily pui chased the entire issue 
from the bankmg group, and the members oi the syndicate, which was made 
up of dealers and othei distributors, accepted participations m the syndicate. 
The participations lepresented commitments for which each participant 
lemamed hable under a limited liability or unlimited liability account until 
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sale group. If the issue were “top” grade and likely to be 
sought by investors, and if the spread between the pur- 
chase price and the offering price was small, the bankers 
would form only a purchase group, a banking group, and a 
selling group.^® 

The names of the groups varied from banking house to 
banking house. What one firm called a purchase group 
another would call a buying group; what one house termed a 
distributing group another would term a selling group, 
what one firm labeled a selling ssmdicate, another would label 
a distributing syndicate. We shall not explain here the 
functions, rights, and liabilities of the various groups named, 
since to do so would merely be to review a complicated proc- 
ess no longer followed.®® 

Preliminary explanation of agreements in purchase of 
security issue by investment bankers. — ^As indicated on page 
405, three agreements are generally made in the underwritmg 
of an issue of securities through purchase by investment 
bankers. In order to understand the agreements, it is neces- 
saiy to know, first, why the underwriters deal directly with 
the corporation through a representative. Second, it must 
be understood that part of the commitment underwritten 
by several underwriters is almost always given up for sale to 
a group of selected dealers, part is often sold through the 
manager to institutions under what is termed a “group sale,” 
and the remainder is retained by the underwriters to be 
distributed through their own retail seUmg orgamzations. 


all the securities were sold to the pubho Under the unlimited hability aiiange- 
ment, it any of the underwritten securities to be sold by the syndicate weie 
left unsold, each participant in the syndicate was requiiod to take hw propor- 
tionate shaie of the unsold securities, based on the propoition which his partici- 
pation bore to the whole issue This was also called an "undivided account " 
Under the hmited habihty syndicate, or “divided account,” a participant was 
lequired to take only the difference between the amount of his paitiuipation 
and the amount which he had sold Members of the scllmg gioup, on the other 
hand, wore and are today liable only for the amount of securities which they 
purchase, and they have no interest in the seeuiities purchased by other mem- 
beiB of the group. 

“ Toward the close of the twenties, the trend was toward ehmmation of the 
selhng syndicate and exclusive use of the sellmg group Furthermore, with the 
narrowing of the spread m undeiwiitcis’ profits, fewer intermediary groups 
were bemg formed Thus, many believe that simplification of tho syndication 
process was developing befoie the Securities Act of 1933 became effective 

2° The functions and oigamzation of the various groups are described in 
detail in the 1932 revised eition of this book 
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This aspect of syndication is clearly shown in the diagram on 
page 424. 

We shall explain why each undei writer deals directly with 
the corpoiation, how part of the commitment is given up 
for members of the selling group, and what is meant by “group 
sales” before we discuss the agreements proper. 

Why the underwriters deal directly with the corpora- 
tion. — ^The practice of having the entire group of underwriters, 
whether it consists of a few houses or a hundred houses, 
enter into a contract du’eotly with the corporation, through 
the representative banker, to purchase the securities is due 
to the desire on the part of the underwriters to limit thou 
civil hability and to distribute the liabihty of the commitment 
immediately. A brief explanation of these two reasons will 
clarify the practice. 

Under the Securities Act of 1933, each underwriter is 
subject to civil liability for untrue statements of a material 
fact in a registration statement, omission of material facts 
required to be mcluded, and omissions of material facts 
necessary to make the statements not misleading. The 
statute states that any person acquiring a security issued 
under a defective registration statement may sue every 
underwriter for the consideration paid for the security plus 
iutei'est thereon, less the amount of any income received 
thereon, if the purchaser tenders the security, or for damages 
if he no longer owns the security By entering into a purchase 
agreement with the corporation to acquire a portion of the 
issue, each underwriter limits his liabihty to the total price 
at winch the securities underwritten by it were offered to the 
public, with adjustments for interest and income, as noted; 
in other words, each underwriter is hable only for the portion 
of the issue which it has underwritten. 

The Act provides that no offering of corporate securities 
can be made until the registration statement has become 
effective. Under the present law, at least twenty days must 
elapse after the fihng of the statement before it can become 
effective.®^ In practice, where the offeimg is to take place 


This compulsory waithig peiiod between the time of filing the statement 
and the time when the secuiities may be sold gives the Securities and Exchange 
Commission an opportunity to make an exammation to detennme whether 
or not the lequired disclosures have been made The waiting period was also 
intended to diminate many of the abuses connected with high-pressuie sales- 
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iminediately upon effectiveness of the registration statement, 
the price information relating to the undei writing contracts 
is filed with the Securities and Exchange Commission between 
the seventeenth and the nineteenth day after the original 
filing. If the contract were made between one banker and 
the corporation, as formerly, that banker alone would bear the 
total liability during the period between the signing of 
the contract and the effective date, since he would not be 
allowed to share his liabihty by distributing the securities 
before the effective date. Therefore, in order to divide the 
liability during the period between the signing of the con- 
tract and the offering date, and thereafter, all the under- 
writers contract directly with the corporation through the 
repiesentative. 

The give-up for selected dealers. — While each under- 
writer agrees to purchase a certain portion of the new issue, 
it also authorizes the manager, or representative of the group, 
to withhold all or part of its pai-ticipation for sale to and 
distribution by the members of the selling group. Ordinarily, 
this give-up is computed on a percentage basis For example, 
40 per cent of its participation may be taken for this purpose 
from each of the underwriters. Sometimes the give-up is 
computed on a sliding scale; that is, underwriters over 
11,000,000 give up 50 per cent; those over 1500,000 but less 
than 11,000,000 give up 40 per cent, those between 1200,000 
and $499,000 give up 20 per cent, and those under $200,000 
give up 15 per cent. Adjustments may be made and some 
underwriters may retain all their bonds. 

In determining what part shall be withheld, the manager 
often takes into consideration, among other tWgs, the dis- 
tributing abihty of the participant. For example, one of the 
participants may have underwritten a larger portion of the 
issue than the manager feels it can distribute. In that case, 
a larger proportion will be taken away from that underwriter 
than from the others. 

As we shall see on page 419, a certain commission is 
paid to each member of the selling group for the securities 
which it agrees to purchase. Thus, part of the gross spread 


monship, such as inadequate opportunity to examine the essential facts of on 
issue. The failure of the waitmg peiiod to reduce the pressure in distiibution is 
desonbed on page 417. 




410 FINANCIAL OEGANIZATION AND MANAGEMENT 


between the pui’chase price paid by the purchase group and 
the offering price is consumed in dealeis’ commissions. If 
an underwriter takes any of the secuiities as a member of 
the selhng group, he, of course, is entitled to the dealers’ 
commission. 

Group sales. — ^The representative, on behalf of each of 
the several underwriters, sometimes negotiates with large 
institutional buyers to sell to them for the respective accounts 
of the underwi iters a certain amount of the issue directly. 
In such instances, the manager takes a pro rata share of each 
underwriter’s participation for the group sale to such institu- 
tions at the pubhc offering price. The reason foi this 
practice is that institutional buyers usually make large 
purchases, and it is more convement for them to deal with 
one house, that is, the representative of the underwriters, than 
to deal directly with each of the underwriters separately. 
This does not mean, however, that the institutions in this 
way get as much of an issue as they intend to pm'chase. 
The group sale merely assures them of getting a certain block 
of the securities from the underwriters at the offering price. 
Additional amounts must be obtained from the dealers in the 
usual way. Obviously, dealers would not be content to be 
excluded from making sales to these institutions. Further- 
more, the institutions themselves wish to continue making 
pui'chases from many dealers. 

Agreements involved in purchase and distribution of 
security issues by investment bankers. — ^We are now ready 
to examine two of the agreements that are generally involved 
in the purchase and distribution of an issue of securities by 
investment bankers. We shall discuss (1) the contract 
between the corporation and the purchasing bankers; and 
(2) the agreement among the underwriters. The agreement 
among selected dealers, or selling group agreement, will be 
treated in connection with the discussion of the selling machin- 
ery, at page 418. 

Terms of contract between the corporation and the pur- 
chasing bankers. — Since the terms of the contract depend 
upon the nature of the financing — ^that is, upon whether the 
issue arises through a recapitalization of the company, 
through a sale of one corporation to another and the issuance 
by the new corporation of certain classes of securities, through 
the creation of new classes of stock in an existing corporation, 
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or through an increase of bonded indebtedness — the contracts 
vary in form to meet the parliculai situation. In this discus- 
sion a contract for the sale of an issue of preferred stock by a 
corporation to a group of bankers will be described. 

The agreement between the corporation and the purchas- 
ing bankers parallels the underwriting agreement between 
the corporation and the bankers in a transaction which 
involves an offer of securities to old security holders. In 
fact, many of the provisions of the contract between the cor- 
poration and the purchasing bankers are so similar to those 
contained in the underwriting agreement explained at pages 
397 el seq that only the provisions substantially different 
from those in the agreement previously described will be 
given in detail The similar provisions are as follows. (1) 
representations and warranties of the issuer (see page 398), 

(2) conditions of the underwriters’ obligations (see page 399) , 

(3) covenants of the coiporation (see page 399); and (4) 
reimbursement of underwriters upon cancellation (see page 
400) 

The contract takes the form of a letter from the corporation 
to the underwriters, which m the opening paragraph confirms 
the agreement to sell a certain number of shares of stock to the 
underwriteis. The most important terms of the agreement, 
in addition to provisions referred to m the preceding parar 
graph, are as follows: 

1. Statement of the amount of purchase, price, closing date, 
and time of ojfenng to dealers . — ^The names of the underwriters 
are given and the number of shares each agrees to purchase is 
placed opposite each underwriter’s name. The obhgation 
of the underwriters is confirmed to be several. The amount of 
money to be received by the corporation is indicated, together 
with the date when delivery of the shares is to be made to the 
underwriters and the payment therefor is to be made by the 
underwriters, A certain number of days after the effective 
date may be mentioned as the latest closing date. The man- 
ner in which payment is to be made and the foim in which the 
securities are to be issued are prescribed. The name of the 
manager of the underwriters is stated. The intention, if 
any, to form a selling group is also indicated. The manager 
is sometimes required to give the company notice of the time 
when invitations are mailed or telegraphed to dealers who 
are expected to become members of the selling group. The 
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agreement indicates that the manager shall determine the date 
when such mvitations are to be sent to dealers. 

2. Costs, expenses, and counsel fees . — The corporation 
usually agrees to pay all costs, chaiges, and expenses incident 
to the performance of its obligations under the agreement, 
and the fees and disbursements of accountants and other 
expel Is in connection with the preparation of the registration 
statement and prospectus. Occasionally it covenants to 
reimburse the underwriters for the fees and disbursements of 
their counsel. 

3. Financial statements . — The corporation agrees to make 
available to the underwriters (some agreements say to the 
stockholders as well) a consolidated balance sheet, consoli- 
dated earnings statement, and consolidated surplus account 
annually or semi-annually. 

4. Effect of failure of underwriters to -purchase stock . — 
The agreement provides that if any of the underwi iters shall 
fail or refuse, for any reason permitted in the contract, to 
purchase the securities agreed to be taken by them, the remain- 
ing underwriters shall have the right, with the consent of the 
corporation, to take up the portion not taken, or substitute 
another underwriter or underwi iters. In the event that the 
remaining underwriters do not take up the stock or substitute 
an underwriter, the agi’eement is canceled and the corporation 
must leimbuise the underwriters as indicated in item 2 The 
corporation may, however, institute legal proceedings for 
damages against any underwriter who fails to keep its 
agreement 

6. Notices — Provision is made as to the manner of 
addressing the corporation and the underwriters in giving 
any notices lequired by the agreement. 

6. Parties benefited,— The agreement sets forth that it is 
for the benefit of the underwriters, controlhng persons, and 
the corporation, and not for the benefit of any third party 
whatsoever. 

Terms of agreement among underwriters. — ^As indicated 
on page 410, in addition to the contract between the corpora- 
tion and the purchasmg bankers, there is also an agreement 
among the underwriters. This agreement brings the partici- 
pants in the purchase group together in much the same 
way as the syndicate underwriting agreement, described on 
pages 400 et seq., brings together the underwriters in a trans- 
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action which involves an offer of securities to old security 
holders. In fact, many of the provisions noted below will be 
recognized as similar to those contained in the agreement 
described on pages 400 et seq. 

The agreement among the underwriters usually takes 
the form of a printed letter setting forth in simple language 
the powers and obligations of the participants and of the 
manager or representative. For purposes of explaining the 
terms of the agreement, we shall take as an example an 
agreement involving the purchase by investment bankers 
of an issue of debentures. The opemng paragraph confirms 
the agreements of the underwi iters with the manager with 
respect to the purchase by the manager and the underwriters 
of a certain issue of debentures designated by name and total 
amount. The letter then proceeds to give the terms of the 
agreement, the most important of which are as follows: 

1. Registration statement and prospectus — The paiticipants 
acknowledge the filing of the registration statement and the 
advance receipt of the registration statement and the pro- 
spectus as they have been originally filed, and of the proposed 
newspaper prospectus. 

2. Authonzation and compensation of manager, — The man- 
ager is authorized to act on behalf of the underwriters in the 
agreement among underwriters, and to be manager of the sell- 
ing group proposed to be formed in connection with the 
secuiities. The compensation of the manager is specified. 
It may amount to anywhere from to -f- of 1 per cent of 
the principal amount of the debentures purchased by each 
participant. Sometimes no compensation is provided. 

3. Offering of securities, — ^The manager is authorized to 
offer the securities on any date determined by him, not later 
than that specified in the agreement, at the imtial public 
offering price indicated. Reference is made to the organi- 
zation of a sellmg group and possibly to the group offer- 
ing, if any. The manager is given the right to select the 
dealers to be invited to become members of the selling group, 
and to determine the respective amounts of securities to be 
offered to such dealers, and the terms of the selling group 
agreement. 

4. Subunderwnling, — The right of any of the participants 
to enter into a subunderwriting agreement may be set forth. 
^See explanation of this provision on page 422.) 
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5. CH.ve~up; liability . — The manager’s right to determine 
the amount of securities which each underwriter will retain 
and the amount which each will give up for the selling group 
is noted, as well as the terms under which the participants 
may sell the securities retamed by them The underwriters 
agree to be bound by the terms of the selected dealers agree- 
ment in selling the securities during the life of such agree- 
ment. The liability of each of the, participants in the event 
that all of the securities offered to the sellmg group are not 
paid for by them is stated. (See discussion of hability on 
page 431.) The limitations upon the participants’ right to 
trade in the securities for their own accounts may be set forth. 

6. Repurchase clause — The manager is given certain 
rights with respect to the securities repurchased by it below 
the public offering price The obligations of the participants 
with respect thereto are indicated See page 428 for an 
explanation of the repurchase clause. 

7. Trading among participants — The underwriters and 
members of the sellmg group are sometimes given the right 
to buy and sell the securities among themselves, at the offer- 
ing price less all or part of the sellmg group concession, after 
the selling group books have been closed.^® Sometimes 
underwriters may trade with each other at the offeiing price 
less the full gross spread or any fraction thereof 

8 Payment — ^Each of the participants agrees to take up 
and pay for the securities to be purchased by it, at a certain 
time and in a designated manner. The manager is authorized 
to accept the securities from the corporation on behalf of the 
underwriters, and is directed to deliver to the participants 
the amount of securities not given up, and to reimt payment 
by members of the selling gioup for securities sold by them 
for the account of the underwriters. The right of the manager 
to deliver securities for “carrying” purposes is also indi- 
cated. (Sec discussion on page 429.) 

9. Loans . — ^The manager is authorized to make loans for 
the account of the underwriter in the event that the under- 
writer’s payment for the securities purchased by it is not 
received in time. (See discussion of loans on page 429.) 


Closing ” of the books means that no moie bonds are available for 
purchase by selected doaleis, and does not refer to teriumatlon of the agree* 
meats 
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10. Advertising. — ^Each participant is given the right to 
advertise over its own name and at its own expense after the 
original advertisement by the manager or shortly after the 
public offering date. 

11. Expenses. — The manner in which expenses involved 
in the underwriting shall be met by the participants is cleaily 
defined. 

12. Termination. — The date when the agreement will 
expire and the manager’s rights with respect to extension or 
prior termination of the life of the agreement are noted. 
(See page 436.) 

13. Termination by an underwriter. — The effect of ter- 
mination of the agreement by an underwriter and of the failure 
of an underwriter to perform its part of the agreement is 
shown. The default of any underwriter does not generally 
release any of the other underwriters from their obhgations. 

14. Rights and liabilities of manager. — The manager is 
given full authority to take such action as he may deem 
advisable in respect to all matters pertaining to the agree- 
ment, but is authorized to act only in the capacity of agent 
of the participants. Other specific rights of the manager 
may be set forth, such as the right to change the public 
offering price and to alter concessions and reallowance to 
dealers. The matters for which the manager is not responsi- 
ble are also sometimes enumerated. 

Other items in the contract pertain to (a) the agreement 
of the underwriters to comply with conditions set forth in the 
registration statement, (b) notices, (c) the manner in which 
the agreement among underwriters is being executed, (d) 
effect of confirmation, and the hke. 

The selling machineiy. — ^We have already seen that the 
securities are to be distributed partly by the underwriters 
themselves, partly through the group sale to financial mstitu- 
tions, and partly by the selected dealers who are mvited to 
]oin the selling group. Distribution by the underwriters 
requires no further explanation, and we have already dis- 
cussed group sales. The discussion of the selling machinery 
which follows, therefore, deals with the orgamzation and 
operation of the selling group. 

Selection of selected dealers or selling group. — ^The object 
of the manager is to distribute the securities that are reserved 
for the selling group among dealers who arc able to sell them 
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to permanent investors. To insure the desired distribution 
of the securities, the manager may call upon firms all over the 
country and occasionally even m foreign countries, if the issue 
is laige enough and the issuing corporation is well-lcnown, to 
sell the securities. He must build up an adaptable selling 
machine for each particular issue. Most managers keep 
records of past performances of dealers with whom they weie 
previously associated, and with such records as guides, 
select the houses to which to make offers for participation 
in the distribution. Frequently a dealer hears about a deal 
either at the time of its registration or before and requests a 
selling group participation, if and when an issue is offered 
Among the selected dealers may be some of the very firms who 
have a participation in the purchase group. In that event, 
their rights and habihties as members of the selling group 
will be entirely independent of their rights and habilities as 
underwriters 

The group which the manager forms is known as ‘'selected 
dealers ” or a “ selhng group,” depending upon the terminology 
employed by the manager. The agreement under which 
they are brought together is generally called a “selected 
dealers agreement” or a “selhng group agreement,” The 
terms of this agreement are explained on pages 418 el seq. 

Distributing information prior to the effective date of 
registration. — ^Although dealers may not be solicited to buy 
a security until a registration is effective, the manager, sub- 
sequent to the fihng of a registration statement, but befoie 
its effective date, and just before the contract with the cor- 
poration has been signed, may send to the dealers whom it 
proposes to invite to participate in the selling group, a “red 
herrmg” prospectus and preliminary selling group agreement. 
The red herring prospectus is the preliminary prospectus, 
across the face of which is a red mk statement indicating that 
the information is given circulation for information purposes 
only; that it is subject to correction and change without 
notice; that under no circumstances is it to be considered as a 
prospectus or offer to sell or soheitation of an offer to buy the 
proposed securities described therein. The red herring state- 
ment goes on to state that “No offer to buy or sell such pro- 
posed securities should be made, and neither the Company nor 
any underwriter will accept any order to purchase such securi- 
ties unless and until the Regikration Statement filed under 
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the Securities Act of 1933, as amended, with respect to such 
securities has become effective Such offers should be made 
only on the basis of the authorized prospectus when, as, and if 
issued after the effective date of the Registration Statement.” 

A covering letter is often sent with these prelimmary 
exhibits to the dealer, explaining that the manager plans to 
offer the securities when the registration statement is effective, 
as of a certain date; that a selling group will be formed; and 
that the dealer will probably be included in the group. The 
letter further informs the dealer that firm offers will be made, 
or that the offering will be on a subscription basis. The state- 
ment that no offering can be made until the offering date is 
repeated in this letter. 

Mechanics of distribution to dealers. — ^To describe the 
mechamcs of distribution to dealers, let us take the instance 
of an offering that is to be made the moment the registration 
statement becomes effective.*® The final selling group agree- 
ment and prospectus are mailed to dealers at the earliest 
possible moment after the registration statement becomes 
effective. The manager also sends a telegram to the selected 
dealers, after the mailing of the prospectus and selling group 
agreement, containing an offer of a certam number of bonds 
or shares of stock, at the offering price, less the selected dealer 
commission. The telegram requests acceptance by the hour 
designated m the sellmg agreement. Until the actual 
acceptance takes place, there is no obligation on the part 
of the dealer to purchase any of the securities offered to him. 
If the dealer is not interested in acquiring any of the offered 
securities, he may ignore the mvitation of the manager and 
permit the offer to lapse. Sometimes the dealer offers the 
securities to his customers before he answers the telegram, 
and then agrees to purchase from the manager that amount 
of securities which he has been able to distribute prior to the 
expiration of the offer.** 

Many offerings are made several days or more after the twenty-day period 
has elapsed In such ease delaying amendments aic filed to keep the legistrs/- 
tion statement alive This piooedure may be followed, for example, when the 
managei awaits a better market to begin his distnbution The moment 
these amendments become effective, the offering is begun 

In view of the fact that the signmg of the contract with the corporation 
may precede the effectiveness of the registration statement by only a few days, 
and that the effective date and distnbution may take place almost simul- 
taneously, it IS oleai that the legistration requirements and the twenty-day 
waiting period have not slowed up the piessure m security solhng 
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While most selling group agreements contain a statement 
to the effect that the dealer may enter his subscription for 
additional securities, subject to allotment by the manager, 
if the deal is a success the likehhood is that he will not be able 
to obtain more than was offered to him. 

Formal acceptance of the offer to the dealer is made in 
writing by signing the selling group agreement, explained 
below, and returning it to the manager of the group. 

“Beating the gun.” — ^This expression describes the prac- 
tice of selling, contracting to sell, or informally oi orally 
promising to sell securities to a customer prior to the date 
stipulated for the pubhc offering. The practice was known 
before the enactment of the Securities Act of 1933, and, it is 
claimed, has increased under the Act because of the twenty- 
day waiting or “cooling” period, during which “red herring” 
information is available to certain dealers. The financial 
institutions and dealers, for example, knowing that a certain 
issue has been registered and will be offered in a short time, 
may wish to purchase a certain amount of the offering, and 
will try to let their needs be known. Under the Securities 
Act of 1933 no offering or agreement to sell, and no offer to 
buy, can be made before the registration statement is in 
effect. Those who will bo in a position to make the offer 
when the registration statement becomes effective may be 
hard put to follow the letter and spirit of the law in dealing 
with those who want to be sure to get the securities. They 
arc always exceedingly careful to let prospective purchasers 
know that no offer can be made before the offering date. 

Terms of agieement with selected dealers or selling group. 
As previously indicated, a preliminary selling group agreement 
is sent to the selected dealers prior to the effective date of 
registration, and a final selling group agreement is mailed after 
registration becomes effective and as soon as the pubhc 
offermg is to be made. The latter agreement is generally 
a four-page printed letter under the terms of which the dealers 
accept participation. An origmal and a dupheate copy of 
the final agreement are sent to each selected dealer. The 
duplicate copy is signed by the dealer and returned to the 
manager, the other copy, signed by the manager, is retained 
by the dealer for his files. In general, the selling group agree- 
ment is the same whether the dealers are to sell an issue of 
securities that was purchased from the corporation by a group 
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of underwriters, or to distribute unsubscribed stock which the 
underwriters have agreed to take after an offering had been made 
to stockholders. The following items generally constitute the 
agreement where an issue of bonds, for example, purchased by 
the purchase group, are to be sold through dealers:®® 

1. Reference to agreement among underwriters. — The open- 
ing paragraph indicates that the underwriters with whom the 
manager of the selling group is associated have severally 
agreed to purchase portions of the designated issue of bonds 
at a designated price, together aggregating the total issue. 
The name of the issue and that price are given. The dealer 
is referred to the enclosed copy of the prospectus for a com- 
plete description of the security. 

2 Dealers’ commissions. — The dealer is informed that the 
several underwriters are offering a part of the securities for 
sale, subject to the conditions of their purchase from the com- 
pany, to a group of selected dealers at the public offering 
price less the selected dealers’ commission of a certain per- 
centage, say % to 2 per cent (depending upon the gross 
spread), of the principal amoimt without deduction for any 
expenses.®* The fact that any or all of the underwriters 
may be included in the group is noted, as well as the name 
of the company that will act as manager. The compensation 
of the manager may also be mdicated 

3. Ofer and method of acceptance. — The dealer is advised 
that the selling group manager is reserving firm for purchase 
by him a certain principal amount of the bonds, subj'ect 
to the conditions of the pm'chase by the underwi iters and 
to the terms and conditions of the selhng group agreement. 
The dealer must accept aU or part of the offer by notifymg 
the manager of his decision within a specific period. He is 
advised that he may subscribe to an additional amount, but 
the manager reserves the right to reject any or all subscrip- 
tions and to make allotments m his uncontrolled discretion. 
(See page 418.) 

4. Offer of bonds by dealer. — ^The bonds may be offered 
for sale by the dealer immediately upon receipt of advice 
from the managers to the effect that the issue is released for 

Many of the items included ui the selling group lottei represent practices 
which were inaugurated under the Investment Bankers Code. The Code died 
out when the National Rceoveiy Act was declared unconstitutional. 

>0 Sometimes expenses up to H ^ i'i cent arc chargeable. 
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offering. The dealer is advised that members of the under- 
writing group have agreed to be governed by the terms of the 
selling group agreement in distributing that portion of their 
underwriting commitment retained by them for retail sales. 

6. Restrictions on resale price; concessions; purchase and 
sale among members of group. — The dealer may not at any 
time prior to the termination of the selhng agreement offer 
the securities for resale at a price below the public offering 
price. The only concession that may be allowed must come 
out of the selected dealers' commission, and it is limited to 
a definite amount, usually of 1 per cent. Such reallowance 
may be made only to brokers and dealers who ai^e actually 
engaged in the investment banking or securities business.*®® 
After the dealers are advised that all the securities have been 
sold and the books closed, they may purchase and sell the 
securities among themselves at the pubhc offering price less 
the selected dealers’ commission. 

6. Payment of dealers’ commission. — The commission to be 
allowed to dealers is payable to the dealer as soon as practica- 
ble after the termination of the selling group. If any of the 
bonds sold to dealers are repurchased by the manager in 
its open market operations, the manager may withhold the 
commission due for selling such bonds. See page 428. 

7. Remedies for default in payment of bonds. — The remedies 
available to the manager m the event that the dealer defaults 
in payment for the securities accepted by him generally 
include. (1) the right to cancel all the dealer’s rights under 
the agreement without demand, notice, or legal proceedings; 
(2) the right to sell any of the securities which the dealer is 
obligated to purchase at such price as the manager deems 
fair, and apply the proceeds to the defaulted obligation. 
The underwriters and the manager may be the purchasers 
of such securities without prejudice. The dealer remains 
liable to the underwriters for any losses resulting from his 
default, but default by one dealer does not rchevo any of the 
other dealers from their respective obligations. 

8. Termination of group. — The day when the selected 
dealer agreement will expue is indicated along with a state- 

This limitation, oonfonns -with the rules of fair piactioe of tho National 
Association of Seouiities Dealers, Inc , a national securities association regis- 
tered with the Securities and Exchange Commission pursuant to Section 16A 
of the Seountios Exchange Act of 1934, as a m end e d 
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ment of the manager’s right to extend its existence or to 
terminate it earher. 

9. Advertising. — A. clause is sometimes added indicating 
when the securities will be advertised by the manager and 
the rights of members of the group to advertise the issue after 
the original advertisement has appeared. 

10. Registration staiement and -prospectus . — ^The dealer is 
advised that a registration statement was filed. The fact 
that the issue is released for pubhc offering is noted and the 
dealer is cautioned that he is not authorized to give any 
information or make any representations other than those 
contained in the enclosed prospectus An offer is made to 
supply copies of the prospectus on request. 

11. Authorit-y of manager . — ^The powers of the manager 
of the group are broadly stated. He is given full authority 
to take such action as he may deem advisable in respect to all 
matters pertaining to the group. He is authorized, however, 
to act only as agent for members of the group and for the 
underwriters. The matters for which the manager assumes 
no habihty, such as the value of the securities, the validity 
of the form of the securities, and the like, are enumerated. 

12 Relationship of members of group . — The dealers are 
advised that they are to act as principals, and may not act as 
agents for the several underwriters, when offering the bonds 
or otherwise fulfilling their agreement. 

13. Notices . — ^The manner of giving notice is indicated. 

14. Form of acceptance . — The dealer is asked to sign a 
form of acceptance which is included in the letter, even though 
he may previously have accepted by telephone or telegram. 
The letter may also contain a blarJc to be used when sub- 
scribing for additional securities. (See page 418.) 

Price cutting. — One very important part of the agreement 
between distributors and managers is that which states that 
the offering price shall be mamtained during the existence 
of the selhng group. In violation of the agreement, some 
dealers may cut the price below the public offering price, 
allowmg purchasers, in effect, part of their commission.®’' 


Dealers sometimes resoit to such indirect methods of price cuttmg as 
"overtiadmg” and the "mvestment guaranteed" practice. In the former 
practice, the dealer may agree to accept as payment from purchaserjS of the 
new issue another security at a price above its actual, current market puce. 
In the latter practice, the dealer seUs the new securities below the pubhc oSet- 
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The only effective remedy the manager can impose upon a 
dealer guilty of price cutting is to exclude him from future 
sellmg groups. 

Unsuccessful distribution. — If for any reason the deal is 
not successful and the underwriters find themselves left with 
a large part of the securities after the original offering has 
been terminated, they may form a new underwriting agree- 
ment among all or most of the underwriters to market the 
issue at a price lower than that origmally determined. This 
will involve fihng amendments to the legistration statement 
and prospectus to show the new offering price and the new 
underwriting arrangements. A new selling group may also 
be formed to offer the securities at the lower piice. If a 
subunderwriting had been arranged, the subunderwriters 
might be left holding the unsold securities. 

Subunderwriting. — ^In order to distribute the lisk in the 
event of unsuccessful distribution, the originating banker 
and the underwriters may decide, at the outset, that each 
of the underwriters shall have the right, with the consent of 
the manager of the purchase group, to arrange for a subunder- 
writing of all or a portion of its commitment. The under- 
writer agrees to pay to the subunderwiiter pait of the price 
spread to which the underwriter is entitled. For example, 
an underwriter with a commitment to pm-chasc $1,000,000 
of bonds may contract with another dealer, who may or may 
not be anotW underwriter, to subunderwrite that commit- 
ment to the extent of $500,000. This means that the under- 
writer may at any time call upon the subunderwriter to 
purchase on demand up to 1600,000 of bonds. For assuming 
this risk, the subunderwriter may be paid ^ of one per cent 
It may be further provided that, in addition to the compensa- 
tion noted, if actually called upon to purchase bonds from 
the underwriter, such bonds may be taken up at the pubhc 
offering price less f of one per cent. To illustrate, let us 
suppose that the above-mentioned underwriter is obliged to 
tkke up $700,000 of its commitment, the balance having been 
sold either directly or for its account by the representative. 
The subunderwriter may then be called upon to take up $600,- 

ing price to bnyeis who piomise to retain the secmitioa during tho “penalty 
peiiod,” that is, the period duiing which the managois can repurchase the 
securitaes “penalty” at the full puce or below. See page 428 for exjdanahon 
of such repui chases 
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000 of bonds at the offering price less J of one per cent. 
If, on the other hand, we suppose that the underwriter’s 
unsold bonds amount to only $300,000, the underwriter may 
then, if it wishes, call upon the subunderwiiter to take up the 
entire $300,000, at the offeiing price less f of one per cent. 

Occasionally one or two banking houses alone purchase an 
entire issue from the issuing corporation®® and enter into 
contracts with a large number of other houses who agree to 
subunderwrite portions of the issue. In such a case the sub- 
undei writers may receive substantial participations in the 
selhng group at the time of offering, but their commitments 
in each group are entirely independent of their commitments 
in the other gioup. 

This can be made clearer by an example. Let us assume 
that two houses purchase a $25,000,000 issue and invite 
fifteen houses to subunderwritc it. Subunderwnter A & Co. 
agrees to purchase on demand ilp to $1,000,000 of bonds at 
the public offering price. For this it is paid -f of one per cent 
on $1,000,000 In addition, and under a separate agreement, 
it receives a selling group paiticipation of $750,000 of bonds. 
Neither of these amounts bears any relationship to the other. 
In any event, subunderwriters must agree to abide by the 
terms of the selected dealeis agreement with respect to bonds 
which they acquire and offer for sale. 

Diagram of syndication of a purchased issue of securities. 
In the preceding discussion, begmning with page 403, we 
explained the processes of syndication where a group of 
bankers purchase an issue of securities from a corporation 
and distribute them partly through a group of selected dealers, 
partly by a group sale, and partly by direct sale from the 
underwriters to the public. The diagram on page 424 
depicts the processes described. The same diagram may be 
used to clarify the process where securities are sold by a corpo- 
ration with the aid of bankers who underwrite an issue of 
securities offered to old security holders : merely place a box 
marked "Stockholders of a Certain Date” above the box 
entitled "Issuer,” with a line showing an offer from the issuer 
to the stockholders. Another hne marked "Unsubscribed 
Portion” should be shown leading from "Stockholders” 

“ Railroad seouritaes, whioh are not subject to registration under the 
Securities Act of 1933, and which therefoie do not involve the civil liabilities 
impost by the Act, are often underwritten in this manner. 



424 FINANCIAL OEGANIZATION AND MANAGEMENT 



Chart Illustrating Syndication of an Issue of Securities Purchased by Invest 

xnent Bankers 


Notes (1) “A,” onginating bankei, and “A” in tho Puiohaso Gioup are the 
same 

(2) The number of underwiiters may be largo (see pages 408 and 430); 
only four are shown m the diagram. The portion given up for sale 
by selected dealeis may be smaller than is indicated in the chart, 
may be less foi some underwriters than for others, and may be none 
at aU, as shown' for “D ” (See pago 409.) 

(3) Any one or more of the underwriters may enter into subunderwrit- 
ing agieements (see page 422) 
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to the box marked “A, Originating Banker,” who is the 
representative of the participants. 

Scope of following explanation. — In the preceding explana- 
tion of the processes of underwriting, we referred to certain 
clauses in the agreements and to certain activities in the 
S 3 mdication process without stopping to explain them. We 
also referred to the fact that the banking firm with which 
the corporation first deals acts as representative in behalf 
of the several underwriters or participants who underwrite 
an issue of securities which is to be offered to existing stock- 
holdeis, or as representative in behalf of investment bankers 
participating in the purchase group when an issue of securities 
is sold directly to the bankers. In the remainder of this 
chapter we shall explain the clauses and activities referred 
to, and shall describe the manner in which participants 
are selected, then liabilities, compensation, and profits and 
losses. We shall also treat the powers, obligations, work, and 
compensation of the manager, the duration of syndicates, the 
advantages and disadvantages of sjmdicate underwritmg, and 
competitive bidding. 

Bidemnification clauses. — The liabihties imposed upon 
the corporation, underwriters, and others by the Securities 
Act of 1933 for an untrue statement of a material fact con- 
tained in the registration statement, in the prospectus, or 
in the newspaper prospectus, and for an oimssion to state 
a material fact required to be stated therein, or necessary 
to make the statements therein not misleading, have led to 
certain clauses in the underwriting agreements designed to 
protect the various interested parties against losses, claims, 
damages, or liabihties 'arising out of actions based upon 
untrue statements and omissions for which they are not 
responsible. The indemnity provisions, which continue even 
after the underwritmg agreements have terminated, generally 
consist of two parts. (1) indemnity of the underwriteis; 
(2) indemmty by the underwriters. 

Indemnity of the underwriters . — The corporation will 
usually agree to indemnify the underwriters, and each person, 
if any, who controls any underwriter within the mcamng of 
the Securities Act of 1933, against claims, damage, and 
liabilities arising as described above, and to reimburse them 
for any reasonable legal or other expenses incurred by them 
in connection with defending against any such claims or 
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liabilities. The corporation, however, is not liable to 
indemnify the underwriters if the statement of a material 
fact which is claimed to have been untrue, or the omission 
of a material fact which is claimed to have been required to 
be stated or necessary to make the statements not misleading, 
was made in reliance upon written information furnished 
to the corporation by any of the underwriters. 

Indemnity by the underwriters. — Similarly, each underwriter 
agrees to indemnify the corporation and each other under- 
writer against any and all claims or liabilities, and to reimburse 
them for legal expenses, arising out of or based upon untrue 
statements or omissions in the registration statement, 
prospectus, or newspaper prospectus, made in rehance upon 
information furnished to the corporation by the underwriter. 

Thus, omissions or false statements as to the commissions 
to be received by subunderwriteis or dealers, the persons 
or classes of persons, other than the general public, to whom 
the securities are to be sold, and the nature and extent of any 
substantial interest of the underwriters in any property of 
the corporation, are matters for which the underwriters 
customai’ily accept full responsibility. 

Notice of action for indemnity . — ^Each underwriter is 
required to inform the corporation of the commencement 
of any action against it or against any person controlling it, 
and the corporation must inform the undci writers of any 
action brought against it in respect of which indemnity or 
reimbursement may be sought from such underwriters. The 
corporation is given the right to participate in the defense of 
any action brought against any underwriter, at its own 
expense, and the latter may jom in the defense of any action 
brought against the corporation, at its own expense. 

Hedge clauses. — “Hedge” clauses, also known as “force 
majeure,” “out,” “market,” or “market out” clauses, are 
found in most agreements between the corpoiation and the 
investment bankers who underwrite or purchase an issue of 
securities.®® This clause, gives the underwriters, through ‘ 
their manager, the right to terminate the agreement any time 
before the date of public offering, or the delivery date, upon 
any substantial change in political, economic, financial, or 
market conditions. Termination may occur under the terms 


* See paragraph 7 on page 399 
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of most agreements if there has been substantial loss to the 
corporation on account of fire, flood, accident, act of God, or 
other calamity which in the judgment of a majority in inter- 
est of the underwriters, or, in some cases, of the manager 
alone, renders it impracticable to consummate the sale of the 
securities at the price and in the manner provided in the agree- 
ment. Or termmation may occur in the event that any 
major catastrophe such as the outbreak of wai, national 
calamity, or act of God disrupts the financial markets of the 
Umted States. Such clauses for the protection of the invest- 
ment bankers are found even in high-grade issues. While the 
prmcipal reason foi the hedging practice is the desire of the 
underwriters to minimize the risk caused by the waiting 
peiiod required under the Securities Act of 1933 (see page 408), 
the uncertainty of the securities markets at the time of the 
revival of pubhc financing in 1395 made bankers unwilling to 
make unconditional commitments. The clauses have rarely 
been invoked, but they contmue to be included in most 
agreements. 

Trading account. — The offering price must be maintained 
if the distribution of the securities is to be successful. To 
help stabilize the price, the underwriting or purchase agree- 
ment provides that the manager may, in its discretion, buy 
and sell securities of the paiticular issue in the open market 
or otherwise, for long or short account, on such terms and at 
such prices as the syndicate manager may think advisable.®" 
It is also permitted to overallot the securities in arrangmg 
for sales to dealers. Purchases and sales for the trading 
account are made for the account of each of the underwriters 
as nearly as .practicable in proportion to the respective 
principal amounts of securities which each of the underwriters 
has severally agreed to purchase or underwrite. A limit, 
however, of say 5 or 10 per cent of the principal amount of 
the securities is set for commitments under these provisions. 
Thus, if X & Co. has agreed to take $5,000,000 of a $50,000,000 
bond issue as its participation in a purchase group, it may 
also be required to take an additional 5 per cent, if that is 
the agreed-upon percentage, or $260,000, of bonds which 
the purchase group manager has bought back in the stabiliza- 
tion process. 


^ See clause 7 on page 402. 
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Market support operations have declined considerably 
since the enactment of the Securities Exchange Act of 1934 
The principal reasons for the curtailment are* (1) investment 
bankers learned from their 1928-1932 experience that such 
operations may involve heavy losses; (2) mvestment houses 
want to avoid risking their capital, which is smaller in rela- 
tion to the volume of business done than was the case before 
the depression, (3) the restrictions placed upon such stock 
market operations for stabilization pm poses by the Securities 
Exchange Act of 1934 make market support difficult. While 
the Act does not prohibit stabilization activities as such, 
pegging, fixing, or stabilizing the price of a security is subject 
to regulation by the Securities and Exchange Commission.®* 
Furthermore, the Commission requires the filing of daily 
reports by the manager, as well as by each of the under- 
writers, disclosing the details of the stabilization activities 
and the current status of the distribution. Members of 
national securities exchanges, dealers, and brokers who in 
any capacity effect a stabihzmg transaction are expected to 
report also. 

Tradmg account operations — ^repurchased securities. — 
The operation of the tradmg account may begin as soon as the 
offering is made. If the managei has overallotted the secmi- 
ties to dealers, he must buy back in the open market to cover 
any shortage, even if this means paying a premium for the 
securities The premium would represent a loss in the trading 
account. Offsettmg this loss, however, would be the fact 
that, at the termination of the syndicate, the maiket for the 
securities would be m a strong position. 

Aside from making purchases to cover a short position, the 
manager will stand ready to buy any securities that come back 
to the market during the distribution process. Suppose, 
for example, that dealer A has sold a bond to X at the offering 
price, and X regrets his purchase. He throws the bond back 
on the market. Obviously, if many such securities come 
back, the price will fall and distribution of the securities at 
the offering price will be diflicult. Therefore, the manager 
usually bids “penalty” for the securities in the open market 

See footnote 13, page 311, for a summaiy of provisions of the Act dealing 
with contiol of manipulation The use of ceitain devices formoily employed 
to support the market, such as wash sales and matched orders, is now a crimmal 
ofiense under the Act 
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either directly or through brokers at the public offering price 
or below. "V^en a bond has been acquired by the manager 
by this means, he notes the number and determines by whom 
the bond was originally distributed. The dealer loses his 
sellmg commission on that bond. If the examination of the 
number shows that an underwriter sold the bond, the manager, 
at its option, may require the underwiiter to repurchase the 
bond at cost or may withhold from the underwriter the amount 
of the selhng commission. In other words, there is a penalty 
against the original seller of the security. 

In the case of stock, it is more difficult for the manager to 
identify the shares repurchased because of the ease with which 
shares can be tiansferred from one owner to another, and 
because there may be similar shares outstanding from the 
previous issue. Of course, if the manager has access to the 
transfer books, it can identify the stock, and in such cases 
treats the dealer or underwriter as indicated above. 

Repurchased securities may be used by the manager to 
cover a “short” position in the trading account that has 
arisen through overallotment to dealers. The fact that the 
securities repurchased “penalty” have been used for this 
purpose does not save the origmal distributor from a cancella- 
tion of his commission on the sale. Distributors are not 
penalized, however, for repurchased securities acquired by 
the managers to cover a shortage created by overallotment, 
or for premium purchases made to create a better demand for 
the securities. These purchases are referred to as “no 
penalty-no prejudice” purchases. 

Any profits or losses arising out of the trading account are 
credited to or charged against each individual underwriter’s 
account in proportion to its participation. The managers 
may also, in their discretion, require each of the members to 
take up its pro rata share of any securities remaining unsold 
in the trading account at the termination of the syndicate. 

Payment, carrying, calls, and loans . — As we have seen, 
the agreement between the corporation and the investment 
bankers requires that on the “closing” date the securities 
are to be delivered to the participants, and that the amounts 
agreed to be paid to the corporation are to be turned over 
to the manager for remittance to the corporation.*® At the 


See paragraph 4 on page 898, and paragraph 1 on page 411. 
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close of the same dayj if the deal has been successful, the 
manager reimburses the participants for any sums received 
from dealers on account of sales made to the selling group 
for the accounts of the participants. If all of the securities 
reserved for this purpose are not sold immediately to the 
selected dealers, two possible dispositions may be made 
of the securities during the hfe of the syndicate: (1) the 
manager may dehver to the participants at the offering price 
unsold securities in the syndicate account in amounts pro- 
portionate to the participants’ obligations to take up these 
securities, the latter are usually subject to recall by the 
managers against sales made during the life of the syndicate. 
(2) The manager may retam the securities and borrow on 
them for the account of the underwriters. Interest paid on 
such loans becomes a part of the expense which each partici- 
pant bears m the proportion that his share of unsold secuiities 
bears to the total amoimt of securities used as collateral 
for the loan. If there are coupons on the bonds or dividends 
on the stock, payable during the term of the loan, they are 
credited to the accounts of the participants in the same man- 
ner that interest is charged. 

Selection of participants. — ^The factors determining the 
selection of participants in a true underwriting deal, that is, 
one m which there is an offer to existing stockholders, are the 
same as those influencing the selection of participants of 
the purchase gioup In current piactice the originating 
house determines whom it will invite to be participants in 
the underivritmg or purchase group. It also determmes the 
size of the participation which will be offered to each pai’tici- 
pant. Since the liability of members of the group is several, 
that is, each underwriter is liable to the corporation only 
for the amount of securities it agrees to take, it is important 
to the corporation that only financially responsible banking 
firms be invited by the originating banker to be among the 
principal underwriters. Those selected houses which accept 
are known as the "principal” underwriters and appear as 
such in the registration statement and prospectus. In 
advertising matter, however, it frequently happens that only 
those who have a participation of a certain amount or more 
are mentioned.®® 

“The number of principal undenvnters in large issues is too great for 
ineluBion of all in the newspaper prospectus and other advertising It is mter- 
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The choice of participants and the amount which each 
will be offered are governed by such factors as the size of the 
issue, the relationship of the ongmating banker to the selected 
participant, previous association of participants with securi- 
ties of the issuer, the abihty of the participant to distribute the 
securities in certain localities, and similar factors. 

Liability of participants. — In the followmg paragraphs we 
shall discuss only the liability of participants in a pure 
underwriting transaction and of participants in a purchase 
group, with regard to the unsold securities m the syndicate 
account. The civil habihties of underwriters under the 
Securities Act of 1933 and other liabihties aie not considered. 

In a pure underwriting syndicate, formed in connection 
with securities that are offered to old shareholders (described 
on page 397), the undei writer agi’ees to take any of the unsub- 
scribed stock in proportion to its participation. To illustrate : 
A & Co. agrees to take 6 per cent of any of the stock not 
subscribed for by stockholders. Assume that the unsub- 
scribed stock equalled 1,000,000 shares. A & Co. would be 
required to take 60,000 shares, or 6 per cent of 1,000,000. 
If a selling group is formed to dispose of the unsubscribed 
stock, the habihties of each of the participants for amounts 
not sold by the seUmg group would be the same as those of 
participants m a purchase group, as described below. 

In a syndicate formed in connection with the purchase of 
an issue of securities from a corporation, the members of the 
purchase group must take back any secmlties not sold to 
the selling group, or to institutions for the underwriters’ 
accounts, in accordance with the habdity prescribed m the 
purchase group agreement. In most instances the agreement 
provides that each of the participants is liable for unsold 
securities in the proportion which the amount of securities 
“given up” for the selling group or for the group sale bears 
to the total amount of securities “given up” by the entire 
group for the same purposes. To illustrate: Assume that a 
total amount of $40,000,000 of bonds has been purchased 


estmg to observe the importance attnbuted to tho list of underwriters by some 
banking houses. Certain outstanding firms will not accept a paiticipation 
unless their names appear eithei among the fiist few underwriters or at the 
bottom of the list. To avoid difficulty on this score, some head underwnters — 
that is, the originating banker in most mstanoes— wiU list all the underwnters 
m alphahetiosi order. ^ 
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from a corporation by thirty participants, who have retained 
a total of $20,000,000 of the bonds. The balance of $20,000,- 
000 has been offered to the selling group, which takes and pays 
for only $15,000,000. The purchase group is left with $6,000,- 

000 of securities. Assume that A & Co. was one of the mem- 
bers of the purchase group who participated to the extent 
of 10 per cent of the issue, and retained $2,500,000 for itself 
and made $1,500,000 available to the selling group. A & Co. 
is responsible for $1,500,000/20,000,000, or 7-^ per cent, 
of the unsold securities; that is, $375,000 of the bonds. In 
some agreements the habihty of each participant for securities 
not sold by the sellmg group is based upon the proportion of 
the participation to the total amount of the deal Thus, in 
the example above, A & Co. would be required to take up 10 
per cent of the returned bonds, or $600,000.®^ Sometimes 
the proportion of liabdity is the ratio of interest in the deal, 
but limited to the amount actually given up for wholesale. 

The sellmg group members have no habihty beyond pay- 
ing for and taking up the securities which they have notified 
the selling group manager they have accepted. 

Relation of participants to the syndicate or group. — The 
various agreements generally provide that the syndicate or 
group shall not be deemed a partnership, and that the mem- 
bers shall not be liable for the lapses of other members. If 
a member of a syndicate fails m his obhgations, according to 
some forms of agreement, his place may be given to othei 
subscribers or to new members. Moreover, he may be held 
for damages. 

Compensation of participants. — ^The compensation of the 
bankers who have underwritten an issue which is being 
offered to old security holders is a commission of, let us say, 

1 pel cent of the amount taken by the old security holders, 
and progressively higher percentages of the amounts required 
to be taken up by the bankers; or, it may be a certain definite 
per cent or amount per share on the entire issue regardless 
of the amount to be taken up. Thus, the underwriters are 
paid a commission whether or not they are required to pur- 
chase any of the issue. 

Piioi to 1933, syndicate accounts earned one of two types of liability 
they weie either (1) limited habihty, also known as “divided account,” or (2) 
unlimited habihty, oi undivided (jomt) account. For an explanation of tJie 
liabilities under these two typos of agreements, see footnote 18, page 403, 
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When bankers have purchased outright an issue of securi- 
ties from a corporation, payment for the risk assumed is the 
spread or diEference between the price at which the securities 
were purchased from the corporation and the price at which 
they are to be sold to the pubhc. The bankers do not 
actually get this entire profit, since dealers’ commissions, 
expenses, and compensation of the manager must be met, as 
illustrated m the following paragraph The spread may be 
great oi small, dependmg upon the quality of the security. 
It will be small if the security is high-grade, that is, if it has 
a ready market because it is an obhgation or equity of a well- 
known corporation that has an excellent earning record, it 
will be great if the security is second- or third-grade, that is, 
if the corporation is not well-known and its record not 
sufficiently well estabhshed to give the security ready 
marketability.®® 

Profits of participants. — Out of the gross spread between 
the purchase price paid by the participant and the pubhc 
offering price, the participant must pay the selling group 
commission on that portion of his commitment “given up” 
to selected dealers, and his proportionate share of the com- 
pensation of the manager and of the expenses The latter 
include such costs as legal fees, advertising, investigation 
engineers’ reports, and the like,®* distribution expenses — 
such as telegrams, cost of delivering securities, and the 
hke — losses on the trading account, taxes on sales made for 
the account of the participant, and sundry miscellaneous 
expenses. 

To illustrate the calculation of the participant’s profit, 
let us take a simple case. Assume that A & Co. participated 
up to $1,000,000 in a bond issue; it gave up $360,000 for the 
selhng group and retained $650,000 for retail sale. Assume 
further that the gross spread is 2 per cent, the commission to 
the selling group is f of 1 per cent, compensation to the 
manager amounts to of 1 per cent, and expenses are ^ of 
1 per cent. If the underwriter wants to estimate his probable 
profit on the deal, assuming that it wiU be a complete success, 
he makes a computation somewhat as follows : 


See footnote 22 on pages 370 and 371 

“ Sometimes the corporation agrees to pay part of the costs, as, for example, 
the expenses of counsel for the imderwiiters, up to a certain sum 
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1,000 bonds at U % (2 % - J) ®12 , 500 

Less’ 


Pro rata expenses (i) 

Pro rata service compensation (1) 

Plus 650 bonds at | % 

Piofit on deal 


$2,500 

2,500 5,000 

$ 7,500 
4,875 
$12,375 


The same result could be obtained in the following way 


660 bonds at 2 % $13 , 000 

350 bonds at 1 i % . 4,876 $17,376 

Less' 

Pio rata expenses (D • $ 2,500 

Pro rata service compensation (J) 2,600 5,030 

Profit on deal $12,375 

Losses of S3mdicates. — It must not be thought that 
syndicates always make profits. Indeed, during the period 
following the war boom in 1916, many syndicates undertook 
underwriting rather precipitately and found themselves 
facmg large losses.®^ Similarly, the losses of syndicates 
at the change of the market in 1929, 1936, and 1937 were 
extremely heavy. 

Powers of the manager. — Many of the powers of the 
manager have been mentioned in the preceding discussion. 
In general, it may be said that he is given absolute control 
of the situation; he is an oligarch, invested with all power 
and all authority. Without wishing to raise any collateral 
questions, we merely state that in practice, as far as American 
finance is concerned, the manager has usually been a benevo- 
lent despot. The explicitly stated powers of the manager 
may be briefly enumerated as follows: 

1. To pass on the registration statement, prospectus, 
newspaper prospectus, and various forms of circulars sent to 
stockholders who are given the option to buy the stock (if 
stock is being sold) before it is taken by the syndicate. 

2. To approve of the forms of certificates or of bonds. 

3. To select the dealers for invitation into the selling group. 

4. To agree to a modification or termination of the under- 
writing agreement. 


’’’See “Memorandum for the Interstate Commerce Commission on tbe 
Marketmg of American Railroad Seounties,” prepared by Kuhn, Loeb and 
Company, for a list of outstandmg syndioate losses in the railroad field An 
excerpt from this report was included in the 1932 edition of this book at page 
430 
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6 To change the public offering price®* and approve of 
amendments to the registration statement and prospectus. 

In addition to the powers specifically enumeiated, the 
manager has power to do anything he deems necessary in order 
to carry out the purposes of the syndicate or selling groups. 

Obligations of the manager. — The manager is usually 
expressly exempted from all obhgations accruing from any 
acts or omissions that do not amount to “gross neghgence 
or bad faith.” The agreement piovides that apportionment 
and distribution by the managers of profits or losses, outlays, 
charges, and expenses shall be conclusive against the syndi- 
cate and the subscribers. Where fraud is evident, of course, 
resort can be had to the courts, even though the agreement 
may provide that the manager’s statements are to be con- 
sidered conclusive. 

Work of the manager. — The work of the manager may be 
outlined in this somewhat chronological order- (1) investigat- 
ing the proposition; (2) advising the corporation as to the best 
form of securities, and generally as to the financial plan to 
be pm sued; (3) examining reports of engineers, accountants, 
and experts, and other material that forms the registration 
statement, prospectus, and newspaper prospectus, (4) draft- 
ing and executing the agreements made with the coiporation, 
(5) selecting participants; (6) drawing up the various agree- 
ments and letters in connection with the foi-mation of syndi- 
cates and groups; (7) marketing the securities; (8) supporting 
the market; (9) keeping the accounts, (10) making calls or 
negotiating loans; (11) distributing the unsold securities; 
(12) dividing the profits or apportioning the losses. 

Compensation of the manager. — The manager obtains his 
profits from the following sources- 

1. The agreement among underwriters almost always 
provides for compensation of the manager at a flat sum, or a 
certain sum per share upon all the shares of stock comprising 
the issue, or a certam per cent of the principal amoimt of 
the bonds comprising the issue This amount, which is 
charged pro rata against the accounts of the several under- 
writers, compensates the manager for acting as representative 
of the underwriters, handling the accounts, maldng arrange- 


* “ Usually consent of a majonty m interest of underwnters is required for 
a change of the public offering price. 
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ments with selected dealers, acting as manager of the selected 
dealers, and the like. 

2. As a participant in the underwriting or purchase gioup, 
the manager is entitled to his share of the profits made by 
that group (See page 433.) Since the manager is usually 
the originating banker, his proportion of the underwriting 
IS usually larger than that of the others, and his profit (or loss) 
is consequently larger. 

Duration of syndicate and selling group. — The maximum 
duration of an underwriting syndicate or purchase group is 
generally stated in the agreements. Power is usually given 
to the managers to terminate the syndicate earlier than the 
specified time or to extend it for a certain period The usual 
duration is from thirty to sixty days with the possibihty of 
extensions for a period or periods of thirty to sixty days. 
Several years ago, the duration was longer, a year being not 
uncommon. 

The duration of the syndicate is fixed, in the first place, 
by the length of the time the managers behevc it will take to 
distribute the securities to real mvestors; when the issue has 
been thus placed, the support of the syndicate may be with- 
drawn from the market without great fear that the securities 
will decline in price. If a portion of the securities remains 
unsold at the time the syndicate or purchase group is scheduled 
to terminate, the manager may, with the approval of the 
participants, extend the agreement On the other hand, if 
the securities are aU sold and assimilated before the date 
fixed for termination of the syndicate, and there is no longer 
any necessity for supporting the price of the securities, the 
managers may terminate the syndicate earlier than the 
scheduled date 

The duration of the selling group is limited in much the 
same way as that of the purchase group. Settlement of the 
underwriting accounts ordinarily takes place about thirty 
days after the termination of the selected dealers agreement, 
at the time of the termination of the agreement among 
underwriters. 


“ If fl large pait of the issue is sold but the issue is “sticky,” to use the 
language of the bankers, and too costly to stabilize, the agi cement may be 
terminated at once A free market foi the socunties is thus created In such 
oases there are no price restrictions on anyone 
“ Many issues aie never supported at all. 
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LAdvantages of syndicate underwriting to the corporation. 
For a number of reasons a corporation finds it advantageous 
to have its securities underwritten: 

1. The corporation will get the benefit of the manager's 
advice on the kind of securities to be issued, the amount to 
be issued, the conditions under which the securities are to be 
sold, and the date at which the pubhc offering should be made. 

2 It is sure to get the full amount of money when and as 
required. Construction programs can be planned m full 
and in detail and carried through without loss of mterest on 
amounts invested in early construction. 

3 The corporation’s credit is maintained. The mere 
fact that when securities are offeied the announcement can 
be made that the sale is underwritten tends to estabhsh the 
investing pubhc ’s faith m the securities and in the company 
issuing them. 

4 The managers usually keep watch over the company, 
and thus aid and guide it, in order to mamtain their own 
reputations, which are involved in the success of the company 
after representations concermng it have been made m connec- 
tion with the public offer of secuiities. If a company has 
established close relations with a banker, it may even expect 
to get temporary accommodations from that banker during 
bad times or during the process of preparing a security issue 

5. Syndicate sale insures wide geographical distribution 
of the securities, and therefore saves them from futuie adverse 
local money market influences. 

Advantages to the bankers. — ^The chief advantage which 
syndicate underwriting has for the participants lies in the 
profits. But syndicate operations also enable participants 
to obtain various kmds of securities to seU to their customers, 
giving the latter an opportunity to practice what the bankers 
advise — that is, to put then eggs in various baskets. 

Advantages to the public. — ^The close co-operation of 
banldng houses enables them to arrange pubhc offerings of 
securities at different times. Thus, the market is not 
swamped at one time, but issues are “timed” to absorb the 
steady accumulation of investment funds by private investors 
and investment institutions The syndicate, in other words, 
has a steadying effect on the market — a desirable condition 
that would probably be wholly lacking if securities were 
thrown on the market haphazardly by the issuing corporar 



438 FINANCIAL ORGANIZATION AND MANAGEMENT 


tions. By the responsibility placed upon underwriters for 
statements contained in the registration statement and pro- 
spectus, they are compelled to make careful investigation of the 
affairs of the coipoiations whose securities they underwrite or 
pm chase Thus, the public is afforded some measure of pro- 
tection against fraudulent and illegal offerings of securities. 

Advantages to the buyers. — Those investors who buy 
underwritten securities are assured that their securities and 
the companies issuing them have been carefully mvesti- 
gated. They are assured, moreover, that money which is 
sufficient to see the borrower’s project through has been 
provided, and that they will not be asked, as so often happens 
where investors put money into a company directly, to send 
"good money after bad money." Finally, the investor has 
the advantage of the underwriters’ continued supervision 
of the company’s financial afltairsi'/ 

Competitive bidding for corporate security issues. — 
The suggestion was made to the Interstate Commerce Com- 
mission when it was investigating the terms and conditions 
to be prescribed by it in connection with the issuance of rail- 
road securities under Section 20a of the Interstate Commerce 
Act, that railroads ought to substitute for tho present system 
of foiming permanent banking connections on which they can 
rely for underwriting of all issues, the system that prevails in 
connection with public securities, namely, advertising for 
sealed bids. The plan undoubtedly would include an 
announcement by the railroad of its intention to issue certain 
securities, and an invitation to the public at large or to the 
bankers to submit bids, the securities to be given to the 
highest responsible bidder. Railroad equipment trust certif- 
icates have been sold through competitive bidding since 1926. 
Issues such as mumcipal bonds and railroad equipment trust 
eeitificates are of such standard variety that they can readily 
be analyzed by many investment houses. Only issues that 
are standard are suitable for a system of competitive bidding. 
Tho present procedure followed by originating houses in care- 
fully mvestigating all the details of a company’s business 
before purchasing an issue of its securities would hardly be 
practicable under competitive bidding. 

The trouble with competitive bidding, if applied to all - 
securities, would be that the corporation could never be sure 
that it was going to receive any bids, or bids that it could 
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afford to accept. Moreover, the corporation would lose the 
constant oversight of the banker, his advice, and his support. 
Besides, the interests of the investing public would not be so 
well protected, for the corporation would be compelled to 
determine by itself the type, terms, and provisions of any 
contemplated securities, and would not be sohcitous of 
protecting the interests of the investor with restrictive cove- 
nants and safeguards. If competitive bidding were required, 
successful banlfing groups might be forced to pay uiiwar- 
rantedly high prices, only to find the securities unsalable 
except at a great loss.'*^ 

Regulation of underwriting in the public utility field. — In 
the pubhc utility field prior to 1935, close tie-ups between the 
issmng corporation and the underwriter were common. 
Separate subsidiaries of pubhc utihty systems existed for the 
sole purpose of conducting the underwriting arrangements 
for the whole system. While the Securities and Exchange 
Comnaission, in administering the Public Utility Holding 
Company Act of 1935, has not ruled out interested under- 
writers in connection with the issue, sale, or acquisition of 
any security by a registered holdmg company or subsidiary, 
it has followed the practice of examining the underwriting 
arrangement very carefully to see that no unusual spread 
between the public offering price and the price to the under- 
writers exists because of the relationship of the underwriters 
to the issuer. Furthermore, in all cases except those in 
which underwriting occurs through public competitive bid- 
ding,*® the Securities and Exchange Commission requires that 
it be notified of the underwriting spread and of any known 
conflicting interests of the underwriters at least seven days 
before the earliest date upon which the issuer desires a declara- 
tion to become effective.*® 


For a detailed analysis of the advantages and disadvantages of competitive 
bidding from the atandpomt of public interest, ace a letter to the cditoi of the 
New York Times, July 23, 1039, fiora Eustace Seligman 

In sovoial of the Statoe, moluding MasaachuaettB, New Hampshire, 
Marne, Vermont, and the Distnot of Columbia, curiam utilities must use com- 
petitive bidding m the raising of capital m excess of a ceitam amount lathei 
than the more orthodox methods of negotiation between the utilities and their 
bankers. 

^^Soe Ernest It Abrams, “Is Competitive Bidding for Utihty Issues 
Ahead?” Commercial andFvmrmtd Chronicle, April 1, 1930, p 1862. 



Chapter XXITI 
WORKING CAPITAL 

What is working capital? — The time-honored definition of 
working capital is the Mcjss^ of current assess ^ over curr^t 
lia bditie a. Two problems anse in connection with this defim- 
tion. (1) what are current assets, and what are current lia- 
bihties, and (2) should the term “working capital” be applied 
to current asset’s, or in accordance with our definition, to 
current assets less current habilities? * 

(We define current a ssets to be those assets which in the 
ordinary course of business can be or will be turned into cash 
withm a brief period (not exceeding a year, normally), with- 
out undergoing diminution in value and without disrupting 
the orgamzation.') If the reader will turn to page 127, he will 
find in the balance sheet there given a list of the assets usually 
accepted as current. 

(_ Qurre nt habilities are those liabilities intended at their 
inception to be paid in the ordinary course of business w’'thin 
a reasonably short time (normally within a year), out of the 
income of the business,’) The classification given in the 
balance sheet on page 127 will agam serve to indicate which 
liabilities aie current.® 

'^,must now meet the guestion: should the term “work- 
ing capital’^ be de^ed as the current assets, or as the current 
assets diminished by the current liabihties? Those who 
argue for the former idea distinguish between “ wor king 
capital” _and^“net worHng capital.” They call the current 
assets the “working capital,” and the excess of current assets 
over current liabilities the “net wprjdng capital.” 

The arguments in favor ol^"3iis view havelieen set forth 
emphatically as follows:® 

‘ No better example is afforded of the infelicifcios of accounting nomondature 
than the hopelessly redundant woids "current,” "quick,” “liquid ” 

’ It 'wiU be noted that our classification excludes such debts as short term 
notes and matunng bonds, the credit obligation of which is generally met by a 
funding operation — ^issuance of stocks oi bonds. 

* J. O. MoRmsey and S, P, Meech, "Controlling the Finances of a Business,” 
pages 101-102. 
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The vice-president of a large bank in Chicago recently stated that work- 
ing capital was the cuirent assets of a business^ Is there a tendency to_ 
adopt a new definition of working capital?^ If so, what arc the arguments 
in favor of the definition given by the bank president^ Let us go back to 
our balance sheet [see, for an example, page 127] and ask some questions 
about it Is there any objection to saying that the fixed popital of a busi- 
ness IS its fixed, assets? Piobably not Do these fixed assets work for 
the owners of the busmess and pioduce profit for them^ _ Evidently they 
do. May one borrow fixed assets by issuing bonds ^ Decidedly, Does a 
loan thus obiamed increase liabilities? Yes,. Turning to current assets, 
are the current assets earmng profits for the owners of the business, just as 
do fixed assets? Do banli loans to busmess earn piofits, just as do funds 
borrowed from bond investois, over and above the inteiest which must be 
paid to the bank? If not, why borrow from banks if only the propiietors’ 
capital IB profitable? 

The two classes of assets are alike m so far as they are both partly 
bon owed, and both yield a profit over and above interest cost Yet, 
whereas fixed capital is the fixed assets of a business, woildng capital is only 
the excess of current assets over current habihties To be consistent, why 
not call fixed capital the excess of fixed assets over fixed Labilities? 

Let us carry our analysis a step farther Let us suppose that part of our 
curient assets are borrowed by issuing ^bonds Has our worldng capital 
increased? Yes, if the usual defimtion be accepted. However, was not 
the money borrowed by an issue of bonds bon owed just as surely as though 
it came directly fiom the banks? The only difference is that the date of 
maturity is faither away in the case of the bond issue than in the case of 
a bank loan Of still less significance is nmtuiity when it is remembered 
that banks may carry businesses for long periods of time 

It would seem that the old definition of Working capital was formed with 
the accounting definition of proprietorship m mind, and that the defimtion 
of fixed capital is an outgrowth of the economist’s dofimtion of the concept 
of “capitai" as the “fixed instrumeuts of production " 

The arguments opposed to this view are as follows: 

1. The definition of working capital as the excess of cur- 
rent assets over current liabilities is sanctioned by long usage. 

2. Some of the statistical compilations now in ordinary 
use rely on this definition.^ 

3. There is no need of applying another term to a concept 
that already has so many other names; for example, “current 
assets,’’ “hquid assets,” “quick assets,” “cash assets.” 

4. It is wise to have a term apphcable to a certain group 
of mobile and variable assets left free after payment of cur- 
rent liabilities, which group is not increased when an equal 
sum is added to “current assets” and “current liabilities.” 

<See, for example, Moody’s Manual of Investments; some others have 
vaned their practice. 
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Thus, if we borrow $1,000, we increase "current assets” and 
"current liabilities” but do not increase "working capital.” 

6. It IS wise to have a distinctive name for that excess of 
current assets above current liabilities which may be regarded 
as a safety fund to meet contingencies.® 

In this chapter we shall dodge the issue by applying the 
term "circulating capital” to all the assets of a company that 
are changed in the ordinary course of business from one form 
to another, as for example, from cash to inventories, from 
inventories to receivables, and from receivables back into 
cash. The appropi lateness of this term will be more apparent 
later when it is explained in connection with a diagram.® 

The term working capital we shall then use as it has ordi- 
narily been defined, as the e xcess of current asset s over current 
liabilities. Since many of the problems raised in this chapter 
affect both circulatmg and working capital, we shall use the 
more familiar term," working capital, wherever either term 
would be appropriate, indicating, however, places where 
the distinction between these two terms becomes important. 
But it must be remembered that circulating capital always 
mcludes the working capital; it is the sum of the working 
capital and the current habilities. 

'y fhat are toe probl^s of working and circulatmg ca pital? 
Before proceedmg further7we may outline the problemiTtEat 
the business executive is likely to encounter in connection with 
the subject of working or circulating capital. They are: 

1. What are the kinds of circulating capital, classified on 
the basis of purpose and source of derivation? 

2. What is the proper amount of working capital for a 
concern? To solve this question, we shall have to discuss 
first the advantages of ample working capital, then say some- 
thing about the dangers of too much worMng capital, and then 
enumerate and briefly discuss the elements that tend to mflu- 
ence the correct amount of working capital necessary for any 
feiven business. 


‘ The fact that we speak of "fixed assets” as the total fixed assets (not tho 
fixed assets diminished by the fixed Uabihties) is not a pertinent argument m 
favor of the "workmg capital "and "net working capital" idea, since we have m 
the fixed part of the balance sheet a comploto nomenclature similar to that in 
, the current part, thus ourieut assets has its counterpart in fixed assets; working 
capital, the current assets less current habihties, has its counterpart in “equity,” 
fixed assets less mortgage indebtedness 

® W H. Lough in his “Business Pmance” uses the term “revolvmg capital.” 
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The reader should at this point turn to the more elaborate 
diagram facing page 445 and study it with the aid of the 
explanation there given. 

Kinds of circulating capital. — ^We may now classify circu- 
lating capital as fixed or variable. 

Fixed circulating capital represents the amount of capital 
that normally will be found in the circulating system outhned. 
It includes the irreducible minimum necessary to keep up the 
circulation. In actual practice, we may say that it is the 
minimum amount of current assets found in the business dur- 
ing the year. 

I. Fixed circulating capital may agam be divided into: 

A Imtial circulatmg capital, and 

B. Regular circulating capital. 

II. Variable circulatmg capital includes: 

A. Seasonal circulating capital, and 

B. Special or emergency circulating capital. 

We may now explain further the peculiar nature of each of 
these four forms of circulatmg capital. 

Initial circulating capital. — Ordinarily, a compan y meets 
its ogerating expenses out of its revenues." “ But at the outset, 
^eh the cWban v’s cre dlt^Eia 'nbt 6ci^ estabh^ed and wj^n 
liberal terms of credit have to Be "given lo'cust6iners,“a cash 
mnd may be necessary to mayitain the outgo of cash, while the 
income Is in the less adaptable form of accounts receivable. 

An imaginary example showing calculation of initial circu- 
lating capital, — ^We may assume a set of facts which experience 
shows would be likely to occur in an actual case, and we shall 
assume, moreover, that the business grows rapidly — ^this for 
the purpose of shortening the period over which we shall have 
to spread our study. A company plaps to seU 500 machines a 
month at $150 a machine; for the first three months, however, 
it will sell only 100 machines, for the next three months, 200 
machines, and thereafter 500 machines a month. Its invest- 
ment in plant is to be paid for partly with the proceeds of 
bonds, to cover the interest on which, together with income 
and franchise taxes and insurance, the company will allow 
' $10 for each maciiine sold. Administration and maintenance 
will take $20,000 per month, and manufacturing and selling, 
$70 per machine; collections and bad debts are estimated at 
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$1 per machine. Terms are “2/10, net 60,”® and one-half of 
the customers are expected to take advantage of the cash 
discount. 

The financial results may be arranged as in the table on 
pagoj448. It will be noticed that collection expenses do not 
'Bi^n'tin the fourth month, when the collection of accounts is 
actually staited for goods sold the first month, and that the 
allowance each month for this purpose is related, to the sales 
made two months previously. Smce the credit department 
collects the bills, the allowance made for collection does not 
cover salaries, which are accounted for in “administration,” 
but it does cover special expenses, such as collection letters 
and attorneys’ fees, and it includes also an allowance for bad 
debts. While interest ought not bo charged per machme, 
but by the month (interest, of course, is a fixed charge), it 
was thought better to relate the item of fixed charges to the 
number of machines sold, in order to take care of the varia- 
tions in taxes and insurance and of the increase in interest that 
would have to be paid on an increased investment m plant 
necessitated by the growing business. Moreover, such a 
procedure is in this instance justified smce, after the first six 
months, the item does become fixed m the estimates. 

The receipts are divided into cash payments and credit 
collections. The cash payments do not begin till the second 
month, since bills foi goods sold the first month will usually be 
sent out at the end of the month and the cash discount, there- 
fore, will be allowable to customers till the tenth of the second 
month. Collections from those who give credit do not begin 
till the fomth month, for it may be assumed that most debtors 
will take the full term of credit allowed after they have per-' 
mitted the cash discoimt privilege to lapse. Some collections, 
to be sure, may come in during the third month, but it will be 
safer not to count on any cash income from this source before 
the fourth month. 

The company, then, will need the sum of the monthly 
differences showing the excess of outgo over income for the 
first nine months, or $165,760. This sum is the company’s 
initia l circulating capital used to start cu’culation. 

It may be asked: coiild not the initial circulating capital be 
borrowed from the bank — since after the ninth month the cash 

® This expression meaues 2 per cent discount if paid within ten days; other- 
wise, the full price is to bo paid in not later than sixty days. 
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income is to exceed the cash outgo — and be paid off out of the 
excess of cash flowing in after the ninth month ^ Several 
factors prevent such a course. In the first place, the cash 
deficits, in practice, instead of xunmng for only nine months, 
would likely run for several years. By the time net cash 
income became available, the corporation’s stockholders 
would be clamoring for dividends. If a bank loan had to be 
paid off, dividends would have to be postponed a year or more. 
In the next place, all companies at the outset find use for 
money in their own business, for improvmg methods of operar 
tion, bmlding up cash reserves for rainy days, and like needs.. 
In this case, if the net cash income after the ninth month had 
to be used to pay off bank loans, the company might find itself 
in a very weak position, especially if a period of general busi- 
ness depression were encountered. 

We may sum up the situation by referring to the diagram on 
page 445. Initial circulating capital is the amount of cash 
needed to start the circulation and keep it moving till the 
cash that returns by way of receivables collected is greater 
than the cash outgo in various directions. While a great part 
of this initial cash may, after the concern is weU estabhshed, be 
replaced by credit, as it is thus replaced it will probably be 
absorbed in the business for other purposes. Hence, all the 
initial circulating capital (with the possible exception of a 
small part derived from merchandise creditors) should be 
derived from the sale of capital liabilities and not from the 
creation of current liabilities. 

I Regular, mrculating capital. — ^Every company needs such 
an excess of current assets over current liabilities as is neces- 
sary to keep up the circulation of the capital from cash to 
inventories to receivables and back again into cash. No 
business can afford to run the iimumerable risks of enterprise 
without some margin of cash over immediate needs. More- 
over, however closely “sold down” a busine'ss is, there will 
always be some circulating capital in the circulatory system. 
The regular circ ulating capital of a business is the i rred ucible 
minimum pFJc.^rculating~cajgitS^^cessMj, to kee n up the 
healthy circTfiaHro of_ current assets. It., is therefore an 
a moun t of mimulating, .ca pital -w liicb, will always be- found 
in the bu sines s. For example, in a ]:etafi store ^ejnyentpries, 
or goods on the s helves^ are a part of the puTrent.^Miets3hat 
make up circulating’capStal. Shou'ld’we hot, "therefore, regard 
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these inventories as fixed coital,, and should they not be 
derived from a fixed investment ? A cert^ amount, expressed 
in dollars’ worth of goods in stock, will always be found on the 
shelves j without that amount of goods in stock the business 
^ould lose its goodwill with customers. Hence such an irre- 
ducible amount of circulating capital is just as “fixed” as the 
capital tied up in the shelves on which the inventories rest "It 
must be apparent, therefore, that this fixed capital should be 
raised as the other fixed capital is raised, through a permanent 
investment of the owners or through long term borrowing', 
^s busings expands, this “fixed” circulating capital will neces- 
sarily expand. If the cash returnmg from sales includes a 
large enough profit to take care of expanding operations and 
growing inventories, the necessary additional circulating capi- 
tal may be provided by the surplus of the business.J But 
whether the surplus should be used forThis piirpose' is a ques- 
tion of dividend policy that we shall discuss later. Here, 
however, we must warn against the assumption that no part of 
the eiiculaung capital is fixed, and that therefore all the cir- 
culating capital can be provided through short term borrowing. 

Illustration of the danger of raising funds for regular 
circulating capital through temporary loans. — ^The importance 
of including regular working capital in fixed capital, to be 
acquired as such, is so well illustrated by one of the early 
experiences of John H. Patterson with the National Cash 
Register Company that we quote it at length from the life of 
Patterson by Samuel Crowther. 

Mr. Patterson knew nothing of finance; he did not know how to borrow 
money, and, in fact, had never tiied to borrow any outside of Dayton — 
and he alre^y had the hunt of the Dasdion banks 

He knew people in Boston, Mrs Patteison hod lived in Brookline And 
to Boston he went for money — because he knew of no other place to go. 
He got in touch, through a note brokei, ivitli Joseph Banigan, of Providence, 
Rhode Island, a very wealthy man and the head of the largest rubber-manu- 
facturing company in the country. He was also something of a money 
lender — that is, he would take a chance if the profits seemed worth while. 
He had been to Dayton and knew something of the N. C. R. business In 
December, 1896, Mr Patterson called on him and after some parley bor- 
rowed $10,000 for four months at 7 per cent, pledging for the first time 
a quantity of customers’ notes. It was a poor Int of borrowing, the amount 
was only a fraction of what the company needed. There is every reason 
to. believe that Mr. Banigan Icnew this, for he was an expert financier. 
There is a suspicion that Mr Banigan loaned the small sum because he 
knew Mr. Patterson would have to come back for more, and that in the end 
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he might acquire an mterest in the company — ^whieh he thought had a 
great future. 

Mr Patterson thought only of the money that he needed foi the moment. 
The loan was duly paid in April, 1896 By that time Building No 2 had 
been paid for at the expense of working capital and the company needed 
still another buildmg The sales of 1896 were in excess of 16,000 and for 

1897 promised to be still larger — they actually amounted to 23,057 
Hardly had the note been paid than Mr Patterson was back with Mr. 
Bamgan aslung for a biggei loan — although not yet enough for his leal 
needs. He borrowed $200,000 and the Board of Directors on May 6, 1896, 
authoiizod a contiact between the company and Bamgan The contract 
provided that the money should be advanced m instalments of $50,000 
each through four months and that two yeais’ interest at 7 pei cent should 
be deducted m advance. The notes had to be indoised by John H and 
Frank J Patteison and all the receivables of the company weie pledged 
as collateial, with the further provision that these leceivables should never 
be less m amount than $350,000 — the company could withdraw receivables 
as they became due, provided others of like amounts were substituted. 
The company pledged to do all its borrowing through Bamgan for a period 
and actually pledged $630,000 mstead of .$250,000 in customers' notes. 

This was only the beginnmg of the borrowing. Up until the beginning 
of 1899 the company in all borrowed from Joseph Bamgan and from John 
J. Bamgan, who succeeded him, a total of $760,000, of which $375,000 was 
for lenewals, making a net boriowmg of $385,000 Only one of the original 
$50,000 notes was paid at maturity and tiio company had a hard struggle to 
do even that for the business kept expanding and requuring more money. 
The rate of interest on the renewals was 8 per cent, and the company paid 
$71,955 83 in intciest to the Bamgans during the period 

[Mr. H. Theobald, Jr , an associate of Patterson, called the latter's atten- 
tion to flaws in the contiact with Bamgan m a letter dated January 25, 

1898 He listed the objections as follows ] 

1st — The necessity of showing m each January hereafter an equally good 
condition as now or no lenewals will be granted. 

2nd — Renewals will be granted in the future only upon the condition that 
we pay off $50,000 yearly, beginnmg in 1899 

3rd — ^All the notes now m the vault and all that may accumulate in the 
futuie, no matter how large the amount may become, are pledged to Mr. 
Banigan os a collateial security. 

4th — The contract is so worded that if by oversight or otherwise we 
should fail to pay the interest on any note on that day it is due, then all the 
notes outstanding at such time become due and payable and Mr. Banigan 
has the option to sell all the notes accumulated in the vault at such time. 
The contract should provide as a safeguard to us the above could be done 
only after our failure to make good such defaulted payment after receiving 
a notice from Mr. Banigan of such default 

Bth — ^The senousness of mdorsmg all the notes in the vault makmg them 
payable to bearer, on account of the amount of these notes constantly 
increasing — and this process is to go on so long as we owe Mr. Bamgan a 
dollar during the whole life of the contract. 

The less we owe Mr. Banigan by paying off the yearly sum of $60, 000 
as stated in the contract, the greater the ooUateial security will become, so 
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that we may eventually hold here m the vault a million and a half of notes 
all pledged to Mi. Banigau for, say, a $100,000 debt, and still at such times 
as we would be unable to borrow any money lor any purpose except through 
Mr Bamgan at 8 per cent with all notes then on hand pledged as collateral 
security 

6th — The option to Mr Bamgan is so worded that if he desires wo can 
never borrow any money, even for the purpose of pajung him off, because 
we are bound by this contiact to give him the first option of loaning to us 
all the money we can borrow in the future, and we agree in this contract 
not only to give him the fiist option, but that the conditions of such future 
loans shall be 8 per cent mteiest with J H Patteison’s and F J Patterson’s 
indorsement, and all notes pledged as collateral, so that, by this contiact, we 
are tied to Mi Bamgan (if he chooses) for all the time we owe him any 
sum of money at 8 per cent interest The only way left open to untie our- 
selves from him is to pay all of the mdebtedness out of cash savings 

[Mr, Crowther, m his admirable life of Patterson, shows how an expen- 
enoed banker solved the workmg capital problem ] 

Ml. Patterson was ill and away from Dayton a good pait of this time; 
probably wony over the notes was the chief cause ot his trouble, for with 
the mdorsements of his brother Frank and himself the notes bound up the 
entirety of the company and his own property — although his own property 
consisted almost wholly of the N. C. R. stock 

He happened to be intioduced to A C. Ratshesky, a young Boston 
banker, who had founded the Umted States Trust Company in Boston and 
who was an exceedingly keen man. Mi Patterson had never had skilled 
financial counsel; he went over his affairs with Mr Ratshesky and then Mr. 
Ratshesky made a trip to Dayton and did some investigating on his own 
account. He found that the company was extremely rich in assets and 
ought to have a fine futuie, but that it had no financial connections of 
moment and was woefully short of workmg capital Over all were hanging 
the Bamgan notes. The first thmg was to get rid of the notes and this was 
done by an issue of preferred stock, bearing 7 per cent inteiest, to the 
amount of $1,000,000 The Bamgans agreed to float $600,000 of this 
stock at par, although on the side they received a commission of three 
dollars a shaie 

On April 9, 1900, the remaimng $200,000 of preferred stock was sold. 

The laws of Ohio did not permit an issue of preferred stock bearing mere 
than 6 per cent, so the company took out a New Jersey charter. Eventu- 
ally the moorporation was returned to Ohio and the capitahzation, increased 
to $10,000,000, divided mto $1,000,000 preferred and $9,000,000 common. 
Practically all of the common stock was held by John H Patterson and his 
brother lYank. On the death of Fiank his stock went to his widow with 
the exception of a block that he bequeathed to Robert Patterson, his 
nephew. 

With the Bamgan notes out of the way and the prohibition against bor- 
rowing lifted, Mr. Ratshesky began to build up a credit for the N. C. R. 
He took promissory notes for his own bank and also he sold notes to other 
banks. Often he had the company borrow when it did not need the money, 
just in order to be able to make offers to buy back notes before their due 
dates. He also had Mr. Patterson always buy up his notes when money was 
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hard to borrow — not because it was good business, but for the moral effect 
on the banks It gives a notion of vast stabihty to have a concern out in 
the market trying to retire its notes when most other concerns are out trying 
to get money Working slowly and carefully, Mr Ratshesky built up for 
the N. C. R the bank credit to which it was entitled NCR notes 
became staples, and thereafter the company was never pmched for money 

Seasonal circulating capital.— rBeyond_their initial and 
regular circulating capital, most ousinesses will require at 
stated intervals a larger amount of current assets to fill the 
demands of the seasonal busy periods.^ the wholesale 

fur business extra funds will be necessary m the summer; in the 
dry goods business extra funds will be necessary to initiate the 
purchasing of goods for the four Jasons of the year. It should 
be added that the very recent tendency is to abolish seasonal 
business as far as possible. The reasons for this tendency 
are obvious* capital is tied up for a shorter period if goods 
are bought as they are needed instead of for three or four 
months in advance; price changes in goods purchased can 
be more quickly reflected in aelhng prices if goods are bought 
to meet the needs of only a^short^peri^d.® . 

Special circulating capRaL— Most, b usinesses .peed ca^ ^ 
funds not only to get the business of'"buymg and fifing 
started, to keep good the credit for ordinary deahng, and to 
meet seasonal demands, but they also need at unstated periods 
extra funds to meet contingencies, su,^.as.the following: 

1. Rising prices may affect the amount dJ current funds. 
When prices of commodities rise, it becomes profitable to 
increase inventories, since the resale price may include appreci- 
ation in value during the period in which the materials are 
being held for manufacture and sale. 

2. Busines s depressio ns, too, may raise the amount of cash 
required!. Though som^usinesses feel the halting hand of 
general depression more than others, all businesses require 
plenty of cash to ride out unusually stagnant periods. 


• Perhaps, howevoi, this close buying is merely a concomitant of a penod 
of goneialty falling piioes. In recent years a reduction in the amount of woik- 
ing capital needed has been noted for business in general The reasons for the 
rednetion are* (1) hand to mouth buying, (2) greatei elBoienoy in handling 
mveutories of meiohandise, (3) moreaaed efficiency of the railroads in bnnginsr 
goods to and from their markets, (4) reductions m sums lequired to finance 
customers, brought about by gieator use of tiade acceptances, sight drafts, 
and more peisistent ooUootions, (5) mcreased eSectiveness of cash balances as a 
lesult of closer oodrdmation of banka through the Fedeial Reserve System, more 
rapid clearance of, checks, telegraphic transfer of funds, and the use of air mail. 
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3. Contingencies, such as strikes, , fireg, and unexpectedly 
severe competition, may use up extra supplies of cash. 

4. Special operations, such as the in aug m'atlon of exteji- 
siye marketing campaigns, expcrimeiit.awith products or with 
methods of distribution7 carrying out of special jobs, such as 
war contracts, contracts to supply new businesses, and similar 
operations that are outside the usual business of buymg, fab- 
ricati^ and selling, may require additional funds. 

\,^k<i^ntages of ample working capital. — ^From whatever 
source the demand for current funds arises, that business may 
count itself fortunate that has an ample supply to meet all 
needs. “ The advantages of such a position may be enumer- 
ated as follows • 

1. The most important advantage is the least tangible 
— ^the maintenance of a satisfactory morale in the busi- 
ness. “Nothmg succeeds hke success,” and nothing gives 
the appearance of success as readily as the ability to meet 
promptly and without effort all reasonable demands for cash 
payments. However, it is not the effect on others so much as 
the effect on the managers themselves, that is important; the 
feeling of security, the sense of power — these promote that 
self-confidence which psychologists so frequently tell us is an 
element of success.^* Worry on the pait of managers over 


’"The dibgent reader will leadily discover the effect of each of the con- 
tingencies named on the ciieulatory system shown in the diagiam on page 4.11 

11 During the pciiod of piosperity which lasted fiom 1926 to 1929, many 
large corporations took advantage of the sfciong maiket for investment securi- 
ties and raised working capital by the sale of common stock With pait of the 
pioceeds they paid off a poition of their floating debt, thus improving their cur- 
rent positions As a result of this financing, when the dopics&ion of 1929 
arrived they were in a position to cope with the tightened ciedit conditions and 
were not entirely dependent upon commercial banks to aid them through diffi- 
culties. See, howevei, an article by Badgei and Behrens, '‘Emanoing by 
Stock Bights,” in Investment Banking, Apiil, 1931, page 37, in which, from a 
study of the financial statements of twenty-four largo industrial corporations, 
the conclusion is reached that except foi a few isolated oases there is no evidence 
that oorpointions entered either the year 1929 or 1930 with moio than a normal 
amount of working capital A lalei study by Arthur H Wmakor, entitled 
"Maintenance of Working Capital of Industiial Corporations by Conversion of 
Fixed Assets,” (1934) BuUetm No 49, University of Illinois, based upon financial 
statements of 182 companies opciating in 16 diffeient industries from 1927 to 
1932, inclusive, indicates that at the begmning of the depression most coipoia- 
tions were well endowed with workmg capital and special reserve funds of 
maiketablo securities. 

** See, for example, Wilham James, "Psychology,” Vol II, page 310. A 
simple mathematical manipulation of the algebraic formula tliero given will 
yMd the statement given m the text. 
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“how the pay r oll i s to be met” ia likely to impair efficiency 
wEenTiroad policies are to be worked out and important 
details are to be regulated; financial weakness breeds contempt 
among employees. 

2. Credit is mamtained. Credit is the power to obtain 
present goods ancTservices on the promise to pay in the future. 
Prom a very practical standpoint, one’s credit rating is based 
on one’s capacity to pay and on the promptness with which 
payments are actually made.^® 

3. Cash discounts may be taken. Perhaps the usual 
terms on which goods are bought m business are what the 
credit man calls “2/10, net 30.” These words mean that if 
goods purchased are paid for in cash within ten days from the 
date of delivery, the purchaser may subtract 2 per cent from 
the amount of the invoice; this deduction is called the cash 
discount. The goods are supposed, at any rate, to be paid 
for within thirty days after delivery, though, as we have shovm 
in the problem involving the sixty days’ credit period, in 
practice the debt is usually not paid till thirty days after the 
first of the month succeeding the month in which the goods are 
bought. Thus a purchaser gets 2 per cent discount for paying 
twenty days earher than the date on which he can be com- 
pelled to pay.“ The discount, therefore, is practically at the 
rate of 2 per cent for twenty days, or 36 per cent per year. 
Some houses quote terms of “2/10, net 30,” but if their cus- 
tomers cannot pay cash and thereby earn 36 per cent on the 
investment, the credit terms are withdrawn and cash is 
insisted upon. “T o him that hath shall be given. ” 

4. In order to borrow cash from the banks — we shall see 
that borrowing from the banks is a wise course, especially to 


1’ Dun & Biadstreot, Ino , the principal oommeioial agency, gives a double 
rating, one for estimated pecuniary strength, and one for general credit Thus 
Aa-A 1 means that the pecuniaiy stiength is $1,000,000 or over (Aa), and the 
general credit is the best (Al). _ - ™ , n 

The appointment of a receiver for the Virgmia-Carohna Chemical U). 
m March, 1924, was due to the fact that the company had relied too heavily 
on '|r ,p.TiH. When some of the banhs refused to renew their loans, others 
•honoTHA nervous and a receivership i was precipitated. _ The company had not 
distinguished between regular circulating capital, which ought to be manced 
like any other feed capit^ and specified or seasonal capital, which ought to be 
obtamod only through bank loans 

He may wait till the tenth day to take his cash discount; twenty days 
thereafter, his thirty days’ penod of credit wiU be up and if he does not then 
pay, he may be successfully sued. 
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obtain geas onal circulating capital — a business must keep itself 
in fairly liquiS condition. “ 

The old theory was that working capital should equal 
current liabihties, that is to say, that there should be $2 of 
current assets for every $1 of current liabilities. This is 
the familiar “2 to 1” rule. It was based on the behef tlEal an 
allowance of 100 per cent should be made for shrinkage in 
circulating capital in the event of a forced liquidation. The 
ratio has been criticized as a dangerous tool when carelessly 
used, because it fails to give weight to the variations in liquid- 
ity between the component parts of the ratio. The liquid 
position of the company m better determined by an analysis of 
the liquidity of each of the items that make up the current 
ratio. The two to one ratio may be found satisfactory in 
some industries and entirely too low in others; it may be found 
sufficient at one phase of the business cycle and insufficient at 
another. Ratios m addition to the current ratio are at present 
in use to determine the current position of a company. “ 

6. Efficiency is maintained. Ample working capital pre- 
vents the decline in efficiency that sets m when operations 
are impeded by lack of materials, delays in obtaining neces- 
sary supplies, and other accompamments of a shortage of 
working capital. 

6. ThaiiQiporation can tide itself over a period of depres- 
sion if its woiking capital is adequate. The pressure upon 
working capital in such periods and the difficulty of turning 
fixed assets into more hquid form and raising cash make it 
advisable to carry a reasonable surplus of cash even though the 
carrying may mean that the company will earn no income on 
its cash balances.'® 


IS See “The Use of Financial Ratios,” Harvard Business Review, October, 
1926 Also Wall & Duning, “Ratio Analysis of Financial Statements,” and 
James B Trant, “Bank Admimstiation ” See also page 485 of this text 
^'The Federal banking Ians prohibit the payment of mteiest on demand 
deposits by any bank that is a member of the Federal Reserve System or by 
any nonmember bank whoso deposits are msured by the Federal Deposit 
Insurance Coiporation. Interest may bo paid on time and savings deposits 
in member banks and msured nonmomber banks, as Imited by regulation 
Restrictions are also placed upon payment of time deposits before matuiity 
Prior to the enactment of the Bankmg Act of 1033, payment of mtorest 
on checking account deposits was permiss ble The metho(& of paying mterest 
varied from city to oity and fiom bank to bank, lust as today the practice of 
requiring a mmimum balance and of making a charge foi service when the 
balance falls below the minimum vanes throughout the country and from bank 
to bank. 
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'©isadvantages of redimdant working capital. — ^Although 
cases of this kind are rare, conditions do sometimes arise in 
which a business finds itself, for a period, with much larger 
supphes of cash than arc needed. Such a condition contains 
the following elements of danger: 

1 Waste may be encouraged, especially through the 
purchase of unnecessary equipment and the installation of 
experimental plans without regard to their practicability 
The danger is not only m the dissipation of the cash but in 
the loss of morale, 

2. Manipulation may be invited. If unusually large 
supplies of cash are on hand, the directors are likely to mvest 
business funds in private enterprises 

3. Interest is lost. Some concerns invest surplus funds in 
good marketable secmdties and then use them as collateral for 
bank loans when the cash is needed 

4. The corporation is hkely to lose sight of the importance 
of maintaining such relations with its banks as will assure 
credit when the need for it arises 

5. Since large balances of cash may profitably be invested 
in producing assets, a plethora of cash assets may be taken as 
an indication that the managers are not expandmg their 
business. In conclusion, it ought to be said that if the direc- 
tors cannot find a profitable use for surplus funds, they ought 
to pay them out to the stockholders and permit the latter to 
invest the money, 

vyWhat is the proper amount of working capital? — ^The 
answer to this question must be the same as that given to the 
question, how large should the whole company be, which 
answer we gave in the words of Lincoln in his famous reply to 
the inquiry, “How long should a man’s leg be'*”’ — “Long 
enough to reach the ground,” And here we must say that m 
every case the circumstances surrounding the individual 
company must be taken into consideration. Certain general 
principles, however, may be briefly explained: 

1. Businesses with regular gro 5 .s.inQomfi in the form of cash 
prepayments for goods or services need relatively little work- 
ing capital. If the traction company with its signs, “Pay as 
you enter,” cannot meet demands for cash, the trouble is not 
with the working capital, but with the whole busmess, Ordi- 
narily, about one to two months’ operating expenses are con- 


1** See, for example, items 9 and 10 in the balance sheet, page 127. 
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sidered adequate for public utilities.^® Since operating 
expenses are about 70 per cent of gross revenues, another way 
of stating the average amount of working capital necessary 
for a public utility is to call it “an amount equivalent to the 
revenues for from to lf{o months.^® 

2. As the volume of busmes_s expands, the demand for 
’working capitS” increases — ^not only because a relatively 
larger working capital is necessary to keep up credit, but also 
because actual cash outlay is likely to exceed the cash income, 
the excess being represented by fewer hquid accounts 
receivable.®® 

3. Goat_of_m- 9 fiufactur€LwiIl have something to do with the 
amount of working capital reqmred, not only because high 
costs mean that large sums of cash will be tied up during the 
period of manufacture, but also because all expenses are likely 
to be in scale with direct manufacturing costs. Errors, for 
example, in the manufacture of hand fabricated, complex 
machinery make a greater drain on cash than errors in the 
manufacture of more simple products. 

4. Time cnn sumed in manufacture will also have some effect 
on the cash requirements. Obviously, the longer the period of 
manufacture, the largei the amount of cash required. How- 
ever, if the flow of products is quite steady, while the cash 
value of goods in process is large, the working capital will not 
vary much from time to time. In other words, while a given 
large amount of regular circulating capital will be needed, a 
comparatively small amount of this need be in the form of 
cash. A large part of the goods in process, therefore, may be 
regarded as strictly a fixed asset. 

Tmno yer, or the number of times a given amount of 
circulating capital can be turned over durmg the year, will also 


“ See Lagerquist, “Publio Utility Sinance,” for a list of methods that have 
been used by utihty commissions in arnvmg at an allowance for working capital 
in various typos of pubho utihU^. 

“ It will be noted that in the first sentence of the above paragraph we 
refened to companies (a) having a regular income and (b) doing a “cash with 
sale” business. To the extent that eithei of these elements is lacking, the 
supply of cash capital should be inoi eased. Pubho utilities are tho best exam- 
ple of businesses in which both Elements are stiongly present A retail store, 
on tho other hand, may do a “cash” business, but its income may be very 
irregular. 

^ See on page 448 the illustration of mitial oiroulating capital and notice 
how tibia cash outgo increased m the fourth and seventh months, wW the 
sales increased. 
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be an important factor in determining working capital require- 
ments. The expression "turnover” has given writers on the 
subject as much trouble as the term “working capital.” 
These questions arise: (1) Do we mean turnover of circulating 
capital, of working capital, or only of merchandise? (2) In 
calculating turnover, should we divide the items circulating 
capital, working capital, or merchandise, into gross sales or 
into sales at cost? 

In answering the first question, we may say that the chief 
consideration should be to use the same item, whichever is 
chosen, when comparing the turnover of two concerns or when 
comparing in one concern the turnover of one year with that 
of previous years. 

As between working capital and circulating capital, it 
would seem that the latter is the more significant. The pur- 
pose of studying turnover is to see how fast the circulating 
capital circulates; there is not much to be gained by dis- 
tinguishing between the total circulating capital and the net 
owned circulating capital, that is, working capital. 

As between circulating capital and merchandise, the choice 
will depend on the nature of the busmess. In a large manu- 
facturing house which extends credit to its customers, the 
sigmficant turnover is the turnover of all items of circulating 
capital, and not the turnover of merchandise alone. In a 
mercantile business, as for example, a retail store which sells 
for cash, the fact that is most significant is the number of 
times the goods on the shelves are sold. 

In answering the second question, this observation should 
be made : turnover of circulating capital is best determined by 
dividing circulating capital into gross sales, turnover of 
merchandise should be calculated by dividmg average inven- 
tory into sales at cost. This practice should be followed 
because merchandise is usually written in the books and 
carried at cost. To find out how many times a doUar invested 
in merchandise is turned over, we cannot include in the dollars 
of sales of that merchandise the profit involved in the sale. 
Thus, if a store has $20,000 of sales and a stock of merchandise 
of $5,000, we may assume that of the $20,000 about $4,000 is 
profit, leavmg “soles at cost” $16,000, and giving us a turnover 
of merchandise of 3.2. Another way to figure the turnover, 
where only the total annual sales and the merchandise are 
known, is to assume a certain “mark up, ” that is, a rate of 
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profit added by a mercantile establishment to the purchase 
price in order to arrive at the selling price. Thus, in the above 
case we assumed a “mark up” of 25 per cent; our divisor 
would become $5,000 plus 25 per cent of $5,000, or $6,250, 
which divided into sales (gross, not at cost, since we have 
added the profit to the merchandise and therefore may leave 
it in the sales) yields the same turnover of 3.2. 

It should be added that whatever kmd of turnover is being 
utilized, whether that of ciroulatmg capital or that of merchan- 
dise, the average amount of the capital or merchandise should 
be used. In other words, the divisor in each case would be 
one-half the sum of the circulating capital (or merchandise) at 
the beginning and at the end of the year, and not the same 
item taken at one time of the year only. In the case of mer- 
chandise, average monthly inventories, if maintained, should 
be used. 

Some examples of tumover. — ^An example of turnover of 
circulating capital may be provided by using the balance 
sheet on page 127, together with figures taken from reports of 
the company whose condition this statement represents. 
At the end of the year, the circulating capital was $114,- 
340,264. At the beginning of the period, circulating capital, 
as shown in the previous annual report of the company, was 
$111,396,065, making the average for the year $112,868,165. 
Sales for the year were given in the annual report as $131,866,- 
111. Thus the turnover was about 1.17. 

An example of turnover of merchandise is furnished in the 
following excerpt from a report on an examination of retail 
statements made in an mvestigation conducted by A. D. Sallee 
of the Umversity of Pittsburgh and the Pittsburgh Chapter of 
the National Institute of Credit.®^ 

Figures submitted by 627 grocers show total annual sales of $13,063,126, 
an average of $22,254 each, and total merchandise on hand $2,253,214, an 
average stock of $3,594. This shows average sales of $72.25 for each 
business day. If a thirty per cent mark-up is allowed the figures show the 
stock turns once in sixty-four business days (about seventy-four calendar 
days) or 4,91 times per calendar year. A smaller mark-up would increase 
the stock-turn. 

The 196 general merchants reporting both sales and merchandise, show 
total annual sales of $7,396,881, an average of $37,739 each, and total mer- 
chandise on hand $2,038,260, an average of $10,399. This shows average 


A department of the National ’Association of Oredit Men. 
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sales of S122 52 for each business day. On a thirty per cent mark-up 
this would make the stock turn over in 110 business days (about 171 cal- 
endar days) or 2 13 times per calendar year. 

Here again, however, we must warn against the commonly 
held notion that quick turnovers reduce the cash requirements. 
The mistake consists in not reahzing that where turnover is 
slow, a reasonable amount of materials on hand can be treated 
as fixed assets. Assume a hardware store with a turnover of 
one a year and a grocery store with a turnover of six a year and 
assume that each has the same average amount of stock on 
hand, namely, $25,000, and that each sells for cash. The 
grocery store, having to replenish its stock more frequently, 
will need more cash than the hardware store. Both stores 
will at the outset use up a definite amount of cash in stocking 
up, but thereafter the hardware store will need less cash than 
the grocery store to keep a full line on hand. To be sure, if 
we compare two grocery stores with the same annual sales, and 
if we assume that one can sell its stock more quickly than the 
other, the former will have less cash tied up permanently 
than the latter, because of the more frequent turnover. 
It is wise, however, to stress the fact that we are discussing 
here merely the amount of cash funds required in relation to 
turnover. 

The impression should not be left that quick turnover is not 
distinctly advantageous to a business. In the above illustra- 
tion, for example, we may assume that the hardware store and 
the grocery store will have to maintam the same floor space to 
carry the $26,000 stock that is always on hand; hence the rent 
will be the same. This is also true of insurance. And the 
samfl is true of the interest on the $26,000 which on the average 
is tied up in merchandise in each case. But the grocery store 
with its turnover of six can spread these fixed costs over six 
times as many articles as the hardware store, which we have 
assumed has a turnover once a year. Moreover, a concern 
with a quick turnover does not run so great a risk of losing 
money through obsolescence, damage to stock, and declines in 
prices. Other things being equal, profits will be larpr where 
the turnover is more rapid, though the actual circulating 
capital required to keep the shelves stocked may be the same 
in the latter case as in the former. 

In comparing the efiioiency of businesses, one with another, 
the ordinary turnover ratio of merchandise to sales is impor- 
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tant. The hardware store, for example, which has a turnover 
of merchandise of one and a quarter a year is better than the 
other one which has a turnover of one a year. The latter com- 
pany will make less profits per unit of goods and per dollar 
invested in the business. It will likely have stale goods on its 
shelves, goods that may lose value in the ways indicated above. 

It must appear, therefore, that the ordinary merchandise 
turnover is a factor that should be closely watched. The 
executive should compare his current turnover with those in 
previous years and with those in similar businesses.^® 

6. Tp-r ma .Qf_purchase, if favorable, will reduce working 
capital requirements. It is important, here, to distinguish 
between circulating capital, or gross current assets, and work- 
ing capital, or net current assets. Buying current inventories 
on credit will not reduce the amount of circulating capital 
needed, though it will reduce the amount of working capital or 
owned circulatmg capital needed. Indeed, since, in most 
cases, merchandise can be bought at a discount if paid for in 
cash, the amount of circulatmg capital needed to do a given 
amount of business will be greater where credit is used instead 
of cash.®* 

7. Terms of sale,_where cash prepayment or cash is not 
stipulated, have a great effect on the cash requirements.' 
Notice again that terms of sale in selling, like terms of sale in 


““ See J. H Bliss, “Financial and Operating Eatios ’’ 

The credit used in the purchase of inventories is usually dearly paid for. 
Where terms are “2/10, net 30” (2 per cent if paid in ten days, otherwise net 
and to be paid in thirty days), the rate of interest amounts to 36 per cent 
If, for example, 5100 is borrowed at the end of the ten day period— just in time 
to get the 2 per cent discount — and then is repaid twenty days later when the 
bill IS supposed to be paid at any rate, the pui chaser will have received 2 per 
cent for the use of tho monoy borrowed for twenty days, or one-eighteenth of a 
year Thus, the gioss cost of the thirty days’ credit will be at the late of 36 per 
cent per year Cost of credit for olher terms of sale is mdioated m the following 
table: 

One-half per cent in ten days — ^net 30 days — equals 9 per cent a year. 
One per cent in ten days — ^net 30 days — equals 18 per cent a year. 

One and one-half pei cent m ton days — ^net 30 days — equals 27 per cent a 

year, 

Two per cent in thirty days — ^net 4 months — equals 8 per cent a year. 
Two per cent in ten days— net 60 days — equals 14 per cent a year. 

Two pel' cent m thirty days — net 60 days — equals 24 per cent a year. 
Two pel cent in ten days — ^net 30 days — equals 36 per cent a year. 

Three per cent m ton days— net 4 months — equals 10 pei c^t a year 
Three per cent in thirty days — ^net 60 days — equals 36 per cent a year. 
Three per cent in ton days— net 80 days — equals 64 per cent a year. 



WORKING CAPITAL 


463 


purchasing, afifect the cash requirements, not the circulating 
capital requirements If customers are given “easy terms, ” 
circulating capital wiU tend to pile up in receivables and some 
form of financing these receivables will be necessary.®^ 

At this point the problem of financing often becomes a 
problem in sales management. If, for example, goods are 
sold to be delivered several months later and a customer is then 
to have thirty days’ credit, the selling house may have to pay a 
commission immediately to its representative who made the 
sale, though no cash will be derived from the sale for three 
months. In such a case the customer may be induced to pay 
some cash in advance — a suitable discount being offered — and 
the salesman may be led to make the sale on the cash advance 
basis by being offered a differential commission, that is, for 
example, a commission of 18 per cent for a credit sale and a 
20 per cent commission if the sale is made on a cash-with- 
order basis. Moreover, a part of the commission may be 
“n.c.u,p.” — “no commission until paid.” 

Where sales are made on the installment plan, receivables 
are likely to pile up in the same way. Here again a differential 
price may be offered — Slower for cash or for large mstallments 
than for the easiest teims allowed — and the salesman may be 
paid a differential commission, “n.c.u p., ” that is, he may be 
paid a larger commission for cash sales, and for installment 
sales he may receive a smaller commission, broken into install- 
ments each of which is to be paid as the customer pays an 
mstallment of the price. While the lower price and the higher 
commission for the cash payments may seem to make large 
inroads on the margin of profit, the correct way to view the 
situation is to assume that all sales are to be made on the 
cash basis and the margin of profit is to be figured thereon. 
The price for credit sales then will be raised sufficiently to 
carry the load of special financmg of the accounts receivable 
and of collections. In other words, the cash discount allowed 
customers and the larger commissions paid salesmen will offset 
the cost of collecting, as well as the losses from bad debts, and 
the cost of financing the receivables. 1 

8. The hazards of the business ^e_ct the amount of cash 
required. A concern seilmg~a low priced article throu§^h the 
mail, for example, will need much more cash than one that 


^ See the work of oommercial credit houses, Chapter XXV. 



EFFECT OF BUSINEISS ACTIVITY ON INVENTORIES*' 
(OOO’b omitted) 
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sells to customers coming to a store and paying cash, not only 
because money in the former case is tied up in accounts receiv- 
able, but because a change in business conditions may render 
a number of the debtors insolvent. 

9. Finally, the business cycle wiUnhange the need for work- 
ing capital. In times of rising prices, inventories must 
increase in order that goods may be bought while costs are 
relatively low. Increasing prices, too, nearly always mdicate 
shortage of supply and a careful business will want to stock up 
in order to maintain its production capacity.®® The table on 
page 460 shows how inventories increased m many industrials 
during the years 1914 to 1918, fell off in 1922 with the sharp 
decline in prices, increased with the expansion of business 
between 1924 and 1929, declined again to a low point in 1933 
with the depression that began in 1929, and rose with the 
post-depression recovery. 

As was pointed out above, the cycle will cause need for 
increases in working capital during periods of expansion and 
also during periods of severe depression. During the latter 
periods cash will be exhausted, for fixed operating expenses 
— such as rent, administration, and the like — ^must be paid 
even though sales do not provide income to meet them. 

Conseivation of circulating capital. — ^We must now spend 
some httle time on the subject of the conservation of circulat- 
ing capital. What is said in the following paragraphs will be 
better appreciated by the reader who keeps in mind the 
diagram of circulating capital given on page 445. Many of 
the subjects that might properly be taken up now are con- 
sidered somewhat at length in a later chapter on management 
of income. Here, however, we must briefly call attention 


The author is well aware that just such reasomag as that given above haa 
been responsible for bad social conditions It, as puces rise, every manufac- 
turer and dealei “runs to cover” and seeks to stock up, he thereby stimulates 
demand and contributes to an unnecessary boostmg of prices During the 
war years and the yeais following, this piaotice was accompanied by one more 
vicious — ^the piactice of duphoate orders. To be suie that the goods necessary 
for production and resale would be available, busmess men gave complete 
orders to several houses and then canceled all orders after the first dehvery had 
been made, unless, of course, puces continued to soar, in which event the goods 
from several houses were welcomed at the onginal prices The result was that 
the houses of supply made gieat demands on the manufacturers — till the first 
signs of slackening business appeared, whoioupon cancellations came m, houses 
of supply found themselves greatly overstocked, and pnees tumbled The true 
summary will be found m the decline of 48 94 per cent in the general level of 
prioes m the months fiom March, 1920, when Biadstreet’s index of commodity 
prices stood at 20,7960, to June, 1021, when the mdex fell to 10.6169. ' 
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to the places in the circulating system where, if attention is 
not given, leaks will occur, or where the circulation will 
become stagnant. 

Conservation of circulating capital through proper produc- 
tion methods. — If we reexamine the diagram of the circulating 
system of a business, we find that cash, after taxes have been 
attended to, is first directed to operations. Where much can 
be saved by paying expenses well in advance — ^in which event 
the expenses paid are treated amongst the assets as deferred 
charges — ^the expenses should be so paid. In the production 
department itself, any leak will tend to draw circulating 
capital. This statement is especially true of competitive 
businesses; in a non-competitive business the cost of the 
services apphed to the mventories in turning them from raw 
materials into finished products can always be passed on to 
the customers, but in competitive businesses the price of the 
product IS fixed by competition and the profit of the company 
is measured by the cost of production. 

To keep down cost, products and methods should be 
standardized; labor should be controlled in the most efficient 
ways known to the business world; wage scales must be 
scientifically arranged; pioper incentives must be given to all 
employees, and the aim should be to expand the business to 
that size where the advantages of large-scale production 
begin to lose their value because of the burden of the over- 
head costs of co-ordinating a large business. 

Conservation of circulating capital through scientific pur- 
chasing. — The diagram of the circulating system shows that 
circulating capital goes through merchandise creditors into 
the inventories of a company. The task of seeing that these 
are properly acquired belongs to the purchasing department. 
But the latter must depend largely on the financial depart- 
ment, for if the credit extended to a company to permit it to 
procure merchandise is not promptly liquidated, the purchas- 
ing department will find that its purchases cannot be made on 
favorable terms. The purchasing department should bring 
constant pressure to bear on the financial department to 
persuade the latter to take cash discounts wherever they are 
allowed. 

Moreover, the purchasing department must bring pressure 
to bear on the sales and production departments to persuade 
them to standardize the output. If the sales department is 
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allowed to make special arrangements with, almost every 
customer, orders may be accepted that call for unstandardized 
products and these will call for unstandardized purchases 
The production department, too, should be urged to stand- 
ardize its products. 

The purchasing department should constantly study the 
business cycle so as to be enabled, first, to buy materials at the 
trough of prices, second, to have a reasonable stock of material 
on hand as busmess becomes more active, and third, to have 
the shelves bare when prices begin to tumble and business 
to stagnate. 

Finally, the purchasing department must not permit leaks 
as a result of the purchase of goods without reference to the 
purpose for which they are to be used. Where, for example, 
coal can be bought by the calorific content rather than by 
the dead weight, the company will hkely buy what it needs, 
heat, at a relatively low figure. 

Relation of sales to circulating capital. — ^By referring to 
the diagram, we can realize that circulatmg capital may be 
conserved if it is not permitted to be piled up in inventories. 
The first duty of the sales department is to keep up a vigorous 
transformation of inventories into receivables. But as the 
circulating capital moves from inventories into receivables, it 
> is increased by the factor of profits. The sales department, 
as a result, is faced with its most difficult problem — ^the fixing 
of a proper price policy. On the one hand, low prices will 
tend to accelerate the circulation; on the other hand, high 
pnces will swell the stream as it moves. The subject is 
properly studied as a problem in marketing, though it is again 
discussed in the chapter on management of income.’*^ 

Moreover, the sales department must see that no leaks of 
circulating capital occur. The chief consideration should be 
to see that errors are not repeated. The advertising depart- 
ment especially, should keep very accurate and detailed 
records of its attempts to push sales and should constantly 
resort to its records of past experiences in laying its new plans. 

Credit department’s part in conserving circulating capital. — 
The part of the credit department in conserving circulating 
capital is clearly shown in the diagram. In the first place, 
the credit department must see that bad accounts do not get 


» See Ohaplei XXVI. 
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into the receivables. The whole subject of checking credits 
is one for another treatise.®® The credit department, it 
should be pointed out, like the sales department, has a prob- 


Jan.oJxm. 

OBItSTJUlDISS ABCODSTS 19 

Jul.*.]3so* 


Onfr 

etandr- 

Ibk 


tan.Sl 

.WL.Zl 


(eO,9T2 


?a1).88 

ABKtZl 


$44,680 


2^.81 

aapt.gO 


$48 .188 


4pp. SO 
Oot.Sl 


$46,689 


Map 31 
TIot.SO 


;nin.zo 

Seo.Zl 


$89.177 


SZl 



tiwwai 

illliSI 


m 


18,600^ 

11,000^^ 

10.800^ 

Mp 

18.100^ 

9,800^ 

mm 

n 

m 

9,600^ 

6,000^ 

bo 

3.600^ 

■ Yao 
6,400^ 

^713^ 

4,400^ 


m 

i 

8,100^ 

1.008^ 

6.600^ 

8.400^ 

70?^ 

4.000^ 

1.80^ 

8.000^ 

l.OOOT 

1.000^ 

Ub 

3,840^ 

830^^ 



mm 

300^ 

836*^ 

.88^ 

600*^ 

300^ 

wm 

m 

mm 



668^ 

. 14dH 

800^ 



mM 

«0pH 

$6^ 

300^ 

_ 66b'^ 

140*^ 


m 



II^SSl 


oH 

384^ 


IS 

m 





oS 

in 

iuoi 



oS 

. 21oS 

16o'^ 



mmsi 

886S 

100*^ 


8W^ 

160*^ 

iu 




883 

loo'^ 








H. 

88^ 

1 1^ 

100^ 
1 X- 




Total 

Ont- 

Btan&- 


IBPI 

IBQ 

ea 

ra 


m 

09 

09 

09 

09 



to 

to 

Oil 

to 

to 

Ito 




BBS 


100 




100 


_ , - ICopynght, 1914, K <? iToraton) 

Form Devised by K. G. Kaxstea to Keep Analytical Record of Accounts 

Receivable 


lem in balance. If it is too lenient in checking sales, stagnant 
accounts will result; if it is too drastic, stagnant inventories 
will result. The proper course is to use due diligence in 
checking sales promptly — ^thus aiding sales — and in checMng 
them correctly — ^thus aiding collections. 

The second duty of the credit department is that of collec- 
tions. Much has been written elsewhere on the subject 
Here we need merely say that (1) vigilance should be the 
motive power, (2) courtesy the lubricant, and (3) decision, 


See Ettmger and Golieb, “Credits and CoUeotoons " 
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when forceful means are needed, the transmission. Thus will 
receivables, once they are created, be translated with due 
celerity into cash. 

The best insurance against stagnant receivables is a proper 
record and analysis that will enable the management to check 
up the efficiency of the collection department.®® Several 
methods of doing this are in practical use, but a discussion of 
them IS not within the scope of this book.®® However, one 
aid to efficiency in collections is presented. The form on 
page 468, filled out with imaginary figures, was designed by 
Mr. K. G. Harsten, from whom the author received permis- 
sion to reproduce it here. The chart is arranged to be used 
for six months, when the figures will be transferred to a new 
chart. If the chart is being used for the first six months 
of the year, the first column will represent the situation on the 
31st day of January. At the head of each column is the sum 
of all the amounts shown below; it represents the receivables 
outstanding during the periods indicated at the head of the 
column ($50,972). In the row beneath, opposite the word 
“New,” is placed the amount of the credit sales made durmg 
January ($20,000). To the right is the amount of sales 
for February ($18,000), and so on. Below the January sales 
are the uncollected receivables for December, mdicated at 
the left margin as being one month old. In the small oblique 
area is placed the percentage (50 per cent) of the December 
sales uncollected. We know, therefore, that the December 
sales must have been twice $12,600. If we follow the Decem- 
ber receivables, we can see how much remains outstanding, in 
percentages and amount, each month; thus, on the 31st of 
January, 50 per cent, or $12,500, were still outstanding; 
on the 28th of February, 20 per cent, or $5,000, were outstand- 
ing, and so on. The advantages of the amount of information 
arranged for quick comparison contained in this chart will 
become evident to any one who uses it m actual practice.®^ 
We may add a word here, as we did when discussmg the 
purchasing department, on the inter-relations of departments. 

Foi a disousBion of oiedit msuianoe by credit insurance companies, see 
Ettinger and Gohob, "Ci edits and Collections ” See also “Insurance BuUetm 
No 8” of the Chamber of Commerce of the United Stales 

“ See Gregory, “Accounting Reports m Business Management,” Chapter 
XII. 

Mr Kaisten has installed the use of this chart m a number of offices, where 
it is being used with noticeable effect. 
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Collections will suffer if (1) the sales department is permitted 
to sell products which the company is not prepared to deliver, 
or if (2) the production department does not produce goods 
whose merit is up to specifications. Hence the credit depart- 
ment must report all complamts arising in those departments 
that tend to stagnate receivables. Moreover, the credit 
department may actually promote sales by helping weak cus- 
tomers and giving them advice, thus turmng customers who 
may be near the margin of insolvency into active, strong 
buyers. Mr. H. TJehlmger, a prominent member of the 
National Association of Credit Men, has done much along 
this line for his own company and for the credit fiatermty 
in general.®® 

Financial policy in relation to conservation of circulating 
capital. — ^In the early part of this book, many devices were 
shown for reducing the cost of fixed capital. Where a business 
is fluctuating, fixed charges should not be assumed, for they 
win cause a drawing off of circulating capital when the cir- 
culation is not suflSiciently rapid to sustam the fixed charges. 
High interest-bearing securities should be refunded into low 
interest-bearing securities when the opportunity offers. The 
actual cost of financial operations should be kept down, and 
circulating capital thus conserved, by offering securities that 
have attributes which will make them readily salable. Here 
again a nice balance must be achieved between giving new 
issues the element of marketability and burdening the com- 
pany with unnecessary future obligations. What is needed 
is a thorough understanding of aU financial devices in order 
that those may be selected which give the TnaTrirmim of 
marketability and the minimum of future obhgations. 
Questions of dividend policy which bear very directly on the 
problem of working capital will be taken up in a special 
chapter. 

Maintenance of property as a step in conservation. — Cir- 
culatiing capital can easily be dissipated through failure prop- 
erly to maintain the tangible assets. Insurance must be 
bought as a hedge against all likely dangers for which insur- 
ance can be carried. Repairs should be made to guard 
against breakdowns, to keep up operating efficiency, and to 

•’Seefi UeUinger’aartiole, "Taking the Bisk Out of Poor Credit,” iSysteTTi, 
October, 1917, also ' Helping the Customer Along the Second Mile of Business,” 
Pnnter’s Jjift, February, 1924, page 46. 
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prevent loss of power; replacements must always keep the 
plant free from obsolete machinery, while additions and 
betterments must be made to substitute machine process 
for costly hand fabrication. 

Some general rules for administration in the interest of 
conservation of circulating capital. — The following rules lead 
too far into the subject of general management to be treated at 
length; they are set down here as guides to which an executive 
may refer when checldng up the general efficiency of his 
administration in an effoit to reduce the outflow of cash 
funds. The management should endeavor to • 

1. Reduce to a minimum fixed administration expenses in 
order that the business may be as nearly elastic as are the 
business conditions affecting the company 

2 Base all piocesses of the business on exact information, 
properly analyzed and logically synthesized, and apphed 
to future plans. 

3. Have the units in the several departments of such size 
that each department will be used to its full capacity. In 
terms of simple arithmetic, the whole business should be the 
least common multiple of tiie capacities of the several depart- 
ments. Thus no unnecessary waste will occur in any place. 

4. Salvage and turn into cash unnecessary, uivproductive, 
fixed operating assets. 

6. Sustain the intellectual and moral elements of credit; 
the health of the whole personnel, especially that of the chief 
officers, must be maintained; and above all, the faith of 
customers, creditors, and employees in the moral integrity 
of the management must be sustained.*® 

6. Provide a dividend policy that will readily attract new 
capital. 

7. Keep the credit of the company at the bank good for 
seasonal and emergency demands for cash. 

8. Use the supplementary financial agencies when expedi- 
ent to raije cash by such means. 

9. Provide enough initial circulating capital so that every 
step in expansion may permit the circulating capital to per- 
form its ordinary functions without undue stram. 

M Improper tax dodging, nepotism, grafting on a corporate enterprise for 
persoxval expenses— all suoh unethical piactices must have thrar effect on the 
moral fibre of the entire business In no path of life is teaohing by example 
more efiective than in busmess. 
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10. Provide ample "regular circulating capital” through 
the sale of capital stock or bonds or through "ploughing 
in” of surplus. 

11. Keep a cash budget in order to forecast demands for 
cash funds and the sources from which cash may be derived. 

12. Use supplementary services of engineers and econ- 
omists, and the published services of service institutions as 
aids in the prevention of unscientific guesswork. 



Chapter XXIV 

WORKING CAPITAL (Continued) 

Sources of working capital. — ^In the previous chapter the 
nature of circulating capital was described, the elements deter- 
mimng the amount needed m any business were outlined, and 
the steps that should be taken to conserve it were briefly 
explained. We are now ready to discuss the sources of work- 
ing capital. The reader will do well, before proceeding, to 
tm-n back and examine the diagrams on pages 374 and 375, 
and the lower part of the diagram on page 446. 

The following is a brief summary of the sources of cash, 
classified according to the nature of the source: 

From the business itself: 

1. Regular receipts. 

2. Accumulated profits undistributed and invested in 
marketable securities. 

From customers: 

3. Discoimts for prompt payments. 

4. Special sales of ordinary products. 

5. Advances on contracts. 

From trade creditors: 

6. Larger credit hues. 

7. Direct loans. 

From investors: 

S. Stock; exercise of stock purchase warrants. 

9. Bonds. 

10. Notes. 

11. Assessments. 

From banks: 

12. Loans. 

13. Discounts. 

14. Bankers’ acceptances. 

15. Trust receipts and warehouse receipts. 

16. Overdrafts. 

From note brokers and commercial paper houses; 

17. Sales of commercial paper. 

From acceptance dealers: 

18. Sales of trade acceptances. 

473 
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19. Sales of indorsed customers’ notes. 

20. Sales of bankers' acceptances. 

From commercial credit houses. 

21. Sales of receivables. 

22. Pledges of receivables. 

From finance companies: 

23. Sales of customers’ paper secured by property sold 
to them. 

Miscellaneous' 

24. Dividends and interest payments on securities hold. 

26. Advances from affiliated companies 

26. Loans from owners. 

27. Loans from employees. 

28. Loans from friends. 

29. Sales of unnecessary fixed assets, including securities . 

30. Conversion of fixed assets. 

These sources of cash need explanation. It must»be noted 
that many of the items are not true sources of working capital, 
though they are sources of cash. If a company sells stock, it 
may increase its working capital and its cash; but if it sells 
accounts receivable, it increases its cash without increasing its 
working capital, for in effect it merely exchanges one form of 
circulating capital for another. In the same way, a loan 
from a bank increases cash, but does not mcrease the working 
capital, for at the same time that cash is increased there is 
added to the current habilities the item of bank loans. 

Receipts from business. — The chief som’ce of cash in the 
ordinary conduct of a business is the collection of moneys for 
goods sold or services rendered. The abundance of cash from 
this source will depend primarily on the vitahty of the sales 
department and the efficiency of the collection department. 
If cash accumulates and is not needed for dividends, it may be 
either (3 ) invested in good marketable securities that may be 
sold when the cash is needed, or (2) placed in a special deposit 
in a bank that will pay interest on it, or (3) turned into a time 
deposit, or (4) used to purchase a deposit certificate. 

Predicting collections. — In order properly to manage the 
finances, it is 'necessary that the managers know approxi- 
mately how much cash may be expected from day to day, week 
to week, and month to month. ^ A forecast of collections is 

‘ See the pamphlet issued by the Boston Chamber of Oommeroe on “Finan- 
cial Keports for Industnal Skeoutiyes” See also MoBonsey and Meech, 
“Controlling the Fmances of a Business,” Chapter XII. 
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always predicated on. a forecast of sales. Just what the 
relationship will be, how far collections will lag behind sales, 
depends upon the circumstances under which the sales were 
made. Various methods have been suggested for mathemat- 
ically forecasting receipts from sales, but since the future 
sales themselves can be only approximations, and since any 
relationship that is worked out is approximate, the most 
satisfactory way is probably to take a list of sales or a forecast 
of sales, make inquiries as to the circumstances under which 
the sales were or are to be made, make allowances for the 
business cycle, and set down a logical figure for collections. 
The plot of collections for the year previous (see page 616) 
should be available for pm’poses of comparison, since the 
present year may be expected to resemble, to some extent, 
the past year. For further information on predictions of 
collections, see pages 512 et seq. 

Cash from customers. — ^Items (3) and (5), above, are very 
similar. In some highly competitive fields where selling is 
seasonal, it is customary for salesmen to get orders much in 
advance in order to forestall rivals and also to enable their 
house to judge what its production program should be. It is 
customary in such cases to give discounts for cash-with-order, 
although payment is not due tiU dehvery some months later. 
If the discount offered bears some relation to the length of 
period to intervene between the advance payment and the 
actual delivery, and an actual service is rendered by the cus- 
tomers m helping a house to anticipate demand, the practice 
is not to be condemned. A discount of 1 per cent a month is 
not unreasonable since, as we saw in the previous chapter, 
page 462, the ordinary terms of “2/10 net 30” involve interest 
at the rate of 36 per cent a year, whereas the discount of 1 per 
cent a month is only at the rate of 12 per cent a year. For 
example, a concern may sell advertising in an aimual directory 
to be published some time in the future. The price for a 
certain amoxmt of space may be $100 cash on dehvery, 1 per 
cent discount for cash orders taken one month before delivery, 
2 per cent for cash orders taken two months before delivery, 
and so on. 

In times of stress, business houses may change the terms 
of payment after the sale is made, in order to get customers to 
anticipate the due date of receivables. The practice is not to 
be commended, since it raises the question of violation of “one 
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price” policy and suggests to customers that the house is weak 
and that better terms may be negotiated than those offered. 
The difference between the practice outlined in the previous 
paragraph and this practice is that in the former case the 
terms are definitely settled before the sale is made and are not 
subsequently disturbed; there is no urgency; there is only a 
recognition of the service rendered by the customer in antici- 
pating payment in the latter case, the contract is changed 
after it has been made. 

Special sales. — Sometimes, by special sales, inventories can 
be turned directly into cash. The practice of “special sales” 
is quite common in the retail stores of large cities. Such sales 
usually involve certain lines only. Occasionally, a horizontal 
cut in prices for all goods will be made. Such a practice may 
be justified by special events.* If the device is tried too often, 
however, it loses its appeal. The reader will recall instances 
in which merchants have sought to allay the suspicion that 
goods were first marked up to be “marked down” by stating 
specifically in their advertisements that this duplicity has 
not been practiced. 

How Henry Ford raised cash from inventories. — The most 
notable example of heroic means used to transform inventories 
into cash was the campaign conducted by Henry Ford in 1920. 
The story of how Mr. Ford raised cash on that occasion 
involves some of the principles taken up in other sections of 
this chapter, but the story is so important and so interesting 
when told as a connected whole that we give all of it here, and 
largely in the words of Mr. Ford himself.® 

I The PnoBLEM — G eothal Business Conditions 

Our difficulties, like those of other great plants, weie a heritage of the war. 
Our oigamzation sufiered along with the lest We took a lot of war work — ■ 
eagle boats, motors, helmets, tanks and other things This opened up holes 
in our organization. We needed help in office and shop. Yet in employing 
we could not be as discriminatmg as we had been in peace times With war 
over, we knew that as the country settled back to peace conditions some 

* A notable instance was the out of 20 pei cent made by John Wanamaker in 
1920 The out was ]ustifled, for prices nt wholesale tumbled by that peicentago 
in the course of a few months 

’ Prom an mterview m the DelroU Nem, July 22, 1921, by James Swmehart, 
repnnted m the Commercial and Financial Chronicle, July 80, 1921 Tho text 
IS all in Mr, Pord’s own words except where mdicated To economize space, 
we have dropped as many sentences as possible, but to preserve the continuity 
to the eye, we have not indicated where the sentences are omitted. The order 
of the topics discussed has been rearranged to give them more logical sequence. 
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stern readjustments would be necessary. It must come and we were on the 
lookout for its beginmng The first indications came early in 1920 — here 
and there a business oi manufactuiing failure Soon failures became more 
general That meant something to us It raised a question — when will 
the country curtail or cease buying staple commodities ? When will they 
cease buying Ford cars? We did not have long to wait By June sales 
weie falling off at a great late Everything began to slow down. Yet 
in the face of that, do you think the suppliers ot raw materials would 
out their price or that laboi would give more for unparalleled wages? 
Not for a second. Material men demanded more and labor seemed to give 
less and less Cost of manutacturmg went soaimg ^ 

II. The Peoblem — ^Foed’s Financial Needs 

u 

Back m 1919 we had borrowed $70,000,000 on notes with which to buy 
out all other interests Of this we had paid back $37,000,000, leaving 
$33,000,000 still to pay and falling due April 18 Thou, because of adjust- 
ments pending, we still had the final instalment of the 1920 Federal income 
tax to pay, which with the instalment due April 15, made $18,000,000 due 
the Government. Also we intended to pay our men their usual bonus on 
last year’s work, which would amount to $7,000,000 more. So all in all, 
between January 1 and April 18, 1021, we had to meet obhgations totalmg 
$58,000,000 At that time we had only $20,000,000 m cash 

III The Wall Steebt View o? the Peoblem 

That, I tlimk, is where the Wall Street bankers went wrong — they 
couldn’t see where we could get $40,000,000 more to meet our obligations. 
[The story from which this is being quoted opened with a dialogue which it 
IS wise to quote here.] 

On a late January afternoon last wmter a high-powered motor oar rolled 
up to the door of Henry Ford’s home m Dearborn and out stopped a banker, 
formerly of Detroit, now connected with one of the biggest banks on 
Broadway, 

In answer to his rmg, the door swung wide and a moment later he was 
shaking hands with the motor manufacturer 

This banker, according to Mr Ford’s associates, was the official emissary 
of a group of Wall Street bankmg interests come to offer the manufacturer 
a loan ^ 

“But I do not need to borrow money,” Mr. Ford is reported to have told 
him. "I can finance all my compames’ operations myself ” 

“I think not,” the banker confidently went on. “We know your 
obligations, we know your cash reserves and we know you need money. 
Now I have written out hero a plan by which we can assist you. I would 
like to read it to you.” 

The manufacturer is reported to have told him his effort would be a waste 
of time and breath, but if he still wished to read his pioposition, he miight do 
BO. The manufacturer would do him the courtesy of hstemng 

* See pages 329 and 333 for charts of business actmtv and failures 

• It will be seen later that the Fold plant was shut down for six weeks This 
move m Ford’s strategy was accepted apparently by the bankers as confirming 
their behef that Ford’s “back was to the wall " 
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The reading went on for several minutes Then the banker, suddenly 
breaking it off, asked "Who’s gomg to be the new treasuier of your 
company?" (The formei treasurer had recently resigned ) 

“ That makes no diflerence to you, does ifi"’ the manufacturer answered. 
“Oh, yes, it does,” the banker came back. “We’ll have to have some 
say as to who the new treasurer shall be ” 

That remark closed the interview 

“I handed him his hat,” said Mr Ford, “showed him where the door was 
and told him to take his things and get out right quick The next time I 
saw Edsel I told him that, in the future, he was to be the treasurer as weU 
as president of the Ford Motor Company ” 

IV. Thb Solution — ( a) Cut in Pbicb of Cahs and Fobcing Reduction 
OF I%icE OF Supplies 

It was up to us to do somethmg So, in September, we cut the pnce of 
the car On the face of things the cut was not justified. We still had laige 
supphes of stock bought at high pnces.‘ 

The out brought the price below the cost of manufacture. To an extent 
the cut brought the desired lesult. But soon sales fell off agam We soon 
saw that more drastic tieatmcnt was needed 

We kept right on, full tilt. Sales did not justify our laige production, 
but we kept on maluug 90,000 to 100,000 cars a month because, when the 
halt came, we wished to have as much as possible of our stock manufactured 
mto cars We wanted tlio next bump, when it came, to be one that no 
one selling us supplies could foil to understand. 

Now, to see what happened, you must understand that our company buys 
m tremendous quantities. Right now we are buying $50,000,000 worth of 
matenals a montli There arc hundieds of concerns from which we take 
the major part of then output Back of them arc other firms, who sell the 
greater part of their output to the suppliers from whom we buy. So when 
we pull the sivitches in the Ford plant and stop our machinery the same 
thing happens in thousands of smaller plants the country over 

It’s just like when you stand doimnocs close together in a row — ^if you 
knock over the first one, the whole line falls. As long as we kept on buying, 
these plants would continue to hold prices up. Some of them did cut, but 
on the part of most of them, we felt, it was only a bluff to make it appear 
that they had reached the new low basic pnce for peace times 

We saw that if the lowermg process was to be hastened at all we must do 
sometlung drastic So, late m December, we closed down, losolved not to 
resume production until we could buy materials at peace-time prices, and 
m the meantime to have a thorough house-cleaning. We thought it 
would reqmre but two weeks, as it turned out, it lequiied six. 

V. The Solution — (5) Fohcbd Sale of Finished Pboducts 

When .we closed down we had on hand approximately 93,000 finished 
cars. At Highland Park we had been shipping out cars and parts to dealers 


•Ford reduced the value of his inventories, carried at $106,000,000, to 
$88,000,000 and in so doing removed fear of the future by an act of immediate 
courage 
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and branches as fast as they weie finished. This plant was cleared of 
materials. Every department closed down 

But we have thirty-five blanches scattered over the country, at twenty- 
two of which we both manufacture parts and assemble At these the 
manufactuiing of parts stopped, but the asscmbhng of finished parts went 
on, addmg week aftei week thiough January to our fimshed cars 

Our first move was to sell some of our oars on hand In our contracts 
with dealeis they agreed to take a certain quota each yeai, each according 
to his district We shipped to each dealer enough cars to take care of 
appioximately twenty-five days’ sales Dunng January wo sold nearly 
60,000 cars, which showed us what we could do when wo tiied, and from 
then on sales steadily mounted above pioduction Assembling went on at 
all the blanches, and on Januai-y 23 we leopeuecl the Highland Paik plant 
and began building up pioduction there But still sales kept ahead of 
production Between January 1 and Apnl 1 we turned $24,700,000 worth 
of stock mto casli ’’ 


VI. The Solution — ( c) Tueninq Miscellaneous Assets into Cash 

Then we looked over our foreign accounts and found our agents at foreign 
ports owed us $3,000,000, which we collected. We had also sold by- 
pioduots, foi which we had accounts recenmble of $3,700,000 more, which 
we got m On top of that we sold $7,000,000 worth of Liberty bonds 
If you total those, you will find they come to $59,300,000, more than 
enough to meet our impending obligations (In this total, Mr. Ford 
moluded, of course, the $20,000,000 cash on hand January 1.) 


VII. The Follow-up — ( a) Economies in Teanspobtation 


But we did not stop there The war had led us mto many exti avaganoes 
of adimmsti'ation and accounting We went through the plant, offices and 
shops, and made economies, ehmmatmg everything non-productive 

Before we got control of the D T. & I. (Detioit, Toledo & Ironton Rail- 
road) it required an aveiage of 22 days to haul law material to the factories, 
it mto oais and get them to the dealers We had to buy three weeks 
in advance of need, with no way of knowing future conditions We had to 
keep immense reserves on hand. The money tied up m those and the 
goods moving stood contmuously at about $88,000,000 


r The story of how Fold pushed his dealers is told in the New York T%mea, 
July 24, 1921, as follows: 

Fold poshed his 125,000 surplus automobilsB up the hill, off his mventory oooount and into 
the hands of 17,000 doalma. He shipped automobiles right and left oU over the world to wilhng 
and unwilling oonsignaes and drew against them j . .v 

Mr Ford came East and found some *91,000,000 m “froaen" sirs and ports m the Now 
York, Philadotphio and Boston distriota Changes m personnel followed and others were 
threatened The care began to move out „ * * - 

The case was reported of an Indiana dealer who had a floor fuU of Forde IIiB oonsternation 
was great when a trainload of oare, unordered, rolled into the oity His business future was at 
stake Ho must, and did aeoopt the draft A former diegiuntled Ford dealer with supaior 
reeouroBB bought the tramload and startled the countryside by advertising a bargain sale of 

£'ord OBTB . 

la other oittea and towns the dealeis went to their banks and borrowed on the oars Ship- 
menta averaged about one-tenth of a yeai 's business The unloading plan was a siiooess, because 
it was -oi:inom.nn.lly souud Agents were bluntly told that they were indebted to toe Ford 
Company and that to prosper in the future they must assist now Those who reb^ed were 
removed Those who aoosptsd are to-day the strongest proponents of the Ford method 
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But the early months of 1921 brought great changes General cessation 
of industry made mateiials and cars m which to carry them, plentifuL 
Then the D. T & I is leally one great terminal — it crosses every trans- 
continental hne in the country. When stock consigned to us reaches the 
D. T. & I. it can be speeded dong to its destination. 

Then m the offices of the D T. & I. they did away with a deal of anti- 
quated railroad red tape Whole systems of useless accounting were 
abolished The offices themselves have been brought to Detroit and the 
road 18 operated as a smgle umt ® All these elements combined have 
reduced the time of our movement of stock fiom the supphers of raw 
mateiials through the factoiy and the cais into the hands of the dealers 
from 22 to 14 days, and that isn’t the end — ^wo’ll cut it still more. 

Where, before, we had $88,000,000 tied up m moving and reserve stocks 
required to make 93,000 oars a month, now wo handle the stock required to 
malce 114,210 cars a month for less than $60,000,000. Thus $28,000,000 
goes into cash account, to be used for other purposes — as paymg debts, for 
example. 

VIII The Follow-up — (6) Reducing Cash Tied Up in Inventories 

But there is another angle to that Able to get stock so much moie 
lapidly, we do not have to keep so much on hand Formerly we bought in 
vast buUc lots, using up stock as we needed it. We have worked out a new 
system, which I b^eve is not dupheated anywheie. 

There are 8,000 parts to the Ford car. Each one of those paits is given a 
number symbol Once each month we make a schedule of the exact num- 
ber of cars we will make the next month. Then we figure out the exact 
amount of stock needed to make just the number of parts to fill that sched- 
ule, and buy that amount of stock and no more Wo are following my 
father’s advice and not loading up with thmgs we don’t need. 

' IX. The Follow-up — ( c) Reducino OranHEAD 

Office and shops also came in for a house-cleaning. We went through the 
offices and out out hundreds of jobs created during the handling of war work. 
We hterally took out a tramload of desks and furmture and sold them ^ 
We told the men that occupied those desks that back in the shops were 
plenty of good jobs at good pay — ^if they wanted to take them. Most 
of them did. 

We cut the office forces from 1,074 to 628 persons. Telephone extensions 
were out about 60 per cent. Interesting and useless systems of statistics 
were abolished, as well as the forms made necessary by them. 

We wont through the shops in the same way. Durmg the war produc- 
tion we had a foreman for about every three to five men. Too many fore- 
men sat at desks all day long looking on We have sold all the desks, and 


' In June, 1929, Pennroad Oorp acquired contiol of the company by 
purohasmg stocks and bonds owned by Henry Ford and associates. 

' If we are to beheve S S. Marquis’ “Henry Ford,’’ — Mr Maiqma was 
foimorly the rqctor of Mr. Ford's church and knew Ford well — on occasion, 
Mr Foi d smashed the desks instead of selling them, and by this moans mformed 
the supemumeraneB that iheir services were not needed. 
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most of the former foremen are now at machines. We now have a foreman 
to about every twenty men Everything and everybody that were not 
producing were put m a position where they could produce or were 
ehnoinated 

A compaiison of our operating costs before aud after the house-cleaning is 
really a starthng lesson in what manufacturers can do if they look sharp to 
economy Big plant or httle plant — ^the same thmg can be done and the 
same methods \^1 wm every time. Back m November, 1920, before the 
house-cleaning, oui daily expense for labor and commercial overhead 
charges, cost of materials not included, averaged $465,200 to get out an 
average of 3,146 cars a day, or $146 a cai. Look what we do in Juno, 1921 
— $412,500 a day to pioduce an average of 4,392 cars a day, or $93 a car. 

Cash from creditors. — The size of a loan or of a sale on 
credit allowed by dealers depends largely on the same con- 
siderations that affect the size of a bank loan; these we shall 
discuss presently. In certain lines of business, as in some 
branches of the textile trade, material men and equipment 
houses often make direct loans to customers. The justifica- 
tion of the practice is that it helps meet competition and 
enables the customer to increase his purchases. 

Bank loans and discoimts. — ^The average industrial con- 
cern relies chiefly on the commercial bank for assistance m 
meeting the demands of variations in cash requirements;^® the 
bank may make a direct loan on the borrower’s own note, or 
may in effect make the loan by discountmg the notes or 
accepted drafts or trade acceptances of the borrower’s cus- 
tomers. No business man can call himself competent who 
does not understand the principles on which banks operate 
and especially those principles which govern the extension of 
credit to customers by banldng houses.^^ The more impor- 
tant questions we shall briefly outline. 

In the first place, the business house must select its bank 
carefully, estabhsh its right to loans, and keep its credit good 
by conducting its business properly and giving the bank full 
information on how its business is being conducted. In pass- 
ing, it ought to be said that recourse to banks is a decided 
tonic. The business man who needs to borrow from a bank 
will know that he and his business are to be subjected to 
searching inquiry and the consciousness of that examination 

” Undei the Act of June 19, 1934, direct loans may be made to industry by 
Federal Ueserve banks if the borrower has been unable to obtam lequiaite 
financing on a reasonable basis fiom the usual sources 

See J A Fitagerald, “Makmg Use of a Bank"; J D. Magee, “ Materials 
of Bankmg”; W. H Knifiin, "The Business Man and His Bank"; Harr and 
Hams, "Banking Theory and Praotioe.” 
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stimulates efficiency When a corporation borrows from a 
bank, the bank watches its financial operations with gieat 
care and frequently makes suggestions that are of inestimable 
value to the general welfare of the corporation. Such sugges- 
tions may take the form of a warning that a dividend should 
be passed, or that a bank loan should bo increased in order 
that the corporation may take greater advantage of trade 
discomits. Then, too, using a bank’s facilities makes a 
favorable impression on supply creditors; the latter are 
usually more ready to be hberal with customers who regularly 
borrow from a bank, for they Icnow that the bank loans could 
not have been obtained if the customer had not met success- 
fully the bank’s investigation. 

Sometimes several banks will be used, especially where 
plants are maintained and important selling operations are 
conducted in different locahties.’* , 

Choosing a bank. — Questions that a prospective customer 
may ask about a bank are: (1) What is the reputation of the 
bank as to strength? The business house seeks first of all a 
strong bank. The business man should be able to make an 
'intelligent analysis of the financial statement of the bank to 
satisfy himself that the bank is in a position to meet its 
obhgations to depositors. (2) How large is the banlc'i’ in 
small communities the capital and surplus may be so small 
that the Hmit of credit to one concern — approximately one- 

“ Wheio blanches are permitted to keep their own balances, considerable 
cash, may be tied np without beaiing its share of the burden of earning profits 
Ml Alfred H Swayne, vice-president of the General Motors Coiporation, tolls 
how his company leduccd from $10,000,000 to $4,000,000 the “float" of cash 
caused by checks in transit between plants, by establishing “cential reservoirs 
and a system for handling the cash deposits of all units by telegraph ” 

Mr Swayno’s description follows 

The sales compaiuas deposit in looal bants, which are instructed to cooperate in an auto- 
xaatio system of romittanoss to the Treasurer of Oeneral Afotora Corporation A fired min- 
imum and manmum are determined for each local depoeit arroiint, and when the deposits 
nee above the fixed manmum the excess above the fixed minimum is transferred by the bank to 
New Yoik through the Federal Beservo Bank, which bae what is piobably the fiiieet private 
telegraph syatem in the world These transferred amounts are then cicdiled to General Motors 
at one of the dozen New York and Detroit banks in which the Corporation mamtains deposit 
aocounts 

By telephone or telegraph the Treasurer is notified by the banka of each now nedit item 
His next act may be to transfer through correspondent banks by the Federal Beserve tele- 
graph system the whole or any part of the credit to banks in any of the 33 oibes in winch thete 
are plants having diebursing accounts For sxemple, deposits at Atlanta may go above the 
stated maximum at 10 o'clock in the forenoon In two or three hours the transferred amount 
may be available for a manufacturing subsidiary in Detroit, Lansing, or Flint, to check agamst 

The servioe thus tendered the 71 divieions and eubdmBions resembles voiy closely that 
peiformed by the Federal Beservo System for the nationid banks of the country — ilfanapstnenf 
and Adminislrattcn, January, 1024 
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tenth of capital and surplus^® — ^may be insufl&cient for the 
purposes of the business. In such cases the local bank 
may be used simply for day-in and day-out convenience and a 
large Ime of credit may be established with a metropolitan 
bank. (3) Is the bank convemently located? While the 
practice of keeping accounts at more than one bank is not to 
be recommended ordinarily, circumstances may arise to 
justify it. Sometimes the checks deposited are small and 
numerous and can be handled at a lower cost by a country 
bank. The author knows of one ease where such checks are 
sent by mail to a country bank, whereas the local city bank is 
used for keeping funds to pay the accounts payable. In this 
way the concern’s creditors get their information as to credit 
risk from a large well-known city bank, and the impression 
thus made is more favorable than if the concern gave the 
country bank as a reference, (4) Are there any reasons why 
the directors of the bank shoiild not favor the concern? 
They may have business associations with competitors, or 
may not be familiar with the business; in such an event, the 
bank should not be used. (6) What is the disposition of the 
directors; are they ultra-conservative; will they be fair during 
a period of general business stress; will they be helpful and 
co-operative? (6) The question may also be asked, w the 
bank equipped to give necessary special service, such as aid in 
foreign trade? Banks in the large cities are gradually special- 
izing in certain fields, such as textiles, furs, and so on. It 
seems that this practice, while it enables the bank to imder- 
stand the customers’ business better than is the case where 
miscellaneous accounts are kept, tends to concentrate de- 
mands for accommodation and thus to reduce the "line” 
which may be extended to each customer. In the final 
analysis the true test will be ‘experience, do not wait to make 
an approach to the bank till the day before the loan is needed.*^ 
Other facilities for special service, such as for safe-keeping 
of securities, for collecting coupons, for rendering service in 
respect to income tax returns, and for keeping the customer 
informed of conditions in a particular industry, may influence 
a company in the choice of a bank. 

“ See J. A Rtegerald, “Making Use of a Bank,” pages 168-173 

“ See W H W'niflfiT', "The Business Man and His Bank,” especially Chap- 
ters III and XXI, 
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Tests of credit standing with a bank. — It is well for the 
business man always to keep in mind the principal subjects of 
inquiry on which a bank rehes when investigating an applicant 
for a loan A brief outline will suffice. 

1. What are the character and ability of the owners? 
What has been the bank's experience with the directors and 
officers of the company? Is the relationship between the 
managers and the employees good'i' 

2. What IS the capacity or capital of the business? 

3. What IS the earning capacity of the busmess? Is it a 
progressing or a declining business? 

4. Are earnings being properly used's* (The bank can get 
much information by watching the cheeks debited to the 
concern’s account.) Does the firm take advantage of trade 
discounts and cash discounts? Wffiat is its reserve, dividend, 
and surplus policy? Is it adequately protected by insurance ? 

6. Can the concern furnish a recent financial statement? 
When are financial statements made? What about the items 
in the financial statement? For example, how is the mven- 
tory valued? When is the inventory largest? 

6. Does the concern keep a reasonable bank balance? 
The general rule is that a foundation for maximum bank 
loans must be laid by maintaining a deposit balance equal 
to from one-tenth to one-fifth of the maximum loans, depend- 
ing on circumstances. If a concern does not have many 
items for collection, and is therefore not costmg the bank 
much, a relatively smaller balance will be satisfactory. 

7. Does the concern maintain a reasonable margin of cur- 
rent assets over current liabihties? The banker’s rule is “2 to 
1,” that IS, two dollars of current assets for every dollar of 
current liabilities. It should be imdcrstood, however, that 
this rule must be modified when circumstances warrant. 

8. ' Is the concern properly financing fixed assets; that is,, 
are the funds raised for investment in fixed assets ownership 
funds — contributions of capital by partners, proceeds of cor- 
porate stock — or the proceeds of funded indebtedness that 
will mature at a reasonably distant future date, or are they 
the product of current liabilities and should they therefore 
be used for current purposes only? 

9. To what extent does the company use banks, trade 
houses, and commercial paper houses in borrowing capital. 
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and what is the standing of the company with these lenders? 
When aie its boriowings heaviest’ 

10. What is the purpose of the loan applied for; does it 
seem reasonable in view of the general business conditions, the 
seasonal situation in the particular hne of business, and the 
trend of events within the business itself “i* 

11. Has the business m the past met its obhgations 
promptly, and is it in position to clear itself of bank debts 
periodically? The true function of a bank is to meet periodic 
01 special variations m circulatmg capital; minirmim require- 
ments, if not met out of regular cash income, should be sup- 
plied by the owners or through long term loans — bond issues 
— ^that can be negotiated at a lower rate of interest than bank 
loans. Since a busmess rarely withdraws from deposit more 
than 80 per cent of a bank loan, the rate of interest on the 
actual funds used is 26 per cent higher than the nominal rate. 
Thus, if $1,000 IS borrowed at 6 per cent and only $800 is 
withdrawn and used for the year, the actual rate of interest 
($60) paid on the $800 is 7M per cent. The rate is not 
abnormal for seasonal capital, but ordinarily it is too high 
for circulating capital that is to be used year-in and year-out, 
that is, regular circulatmg capital as described m the previous 
chapter.^® 

12. How IS the company lated by the credit rating 
agencies’ 

In analyzing the financial statements of a business which 
IS makmg application for a loan, banks reduce certain items iu 
the statements to ratios, and compare these ratios with ratios 
found to be existmgin successful companies engaged in the same 
hne of business, and with ratios of the same company over a 
number of years. It is well for the business seekmg credit 
to be familiar with these ratios and with their meaning.^® 

See the discussion of this point, pages 449 et seq 

The ratios m most general uso aie (1) the cuirent latio, (2) the “acid 
test,” which IS the ratio of circulatmg capital, less meichandise, to current 
habihties, (3) receivables to merchandise, (4) sales to inventories (merchandise), 
(6) sales to receivables, (6) sales to bills and accounts payable, (7) sales to net 
worth, (8) sales to fixed assets, (0) worth to fixed assets, (10) woith to debt. The 
three ratios most generally applied in determining the extent of a loan are the 
ourient ratio, the acid test, and the worth to debt ratio. We cannot, for lack 
of space, go into a discussion of these ratios here, and we therefore refer the 
reader to James B Trant, “Bank Admimstration" for an explanation of how the 
ratios are deteimmed and what they mean See also Wall & Dumng, “Batio 
Analysis of Pinanoial Statements," and Walter Eautenstrauch, “The Suo- 
cesrful Control of Profits ” 
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Acceptances and collateral receipts. — ^Banks make loans 
with or without collateral. In the latter case the usual 
practice involves merely the delivery of the borrower’s note 



Adapted fiom a diagram piepaied by the Federal Besorvo Board. These 
changes have been made' The foreign units have been put on one side (at the 
right) and the domestic on the other, the warehouse has been added to show the 
, relation of the tmst leooipt m handhng the goods See explanation of tiust 
rooeipt, page 491, apphcation for letter of credit, page 487, and letter of credit, 
pages 488-400. 
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for the amount of the loan, whereupon his account is credited 
with the face of the note loss bank discount. Sometimes 
notes of the borrower’s customers are indorsed over to the 
bank, that is, the bank discounts the bonower’s notes 
receivable. The practice has grown, though not without 
encountering resistance and even some opposition, of using 
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trade acceptances. If A sells goods to B, he will“drawon”B,B 
Will accept the draft, and A will then negotiate it at the bank. 
One advantage of this system is that the bank may rediscount 
the draft at one of the twelve Federal Reserve banks. 
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V Soe E E Lincoln, “Applied Business Finance,’’ pages 465 et seq., for a 
statement for and against the use of tiade acceptances See W, H, Steiner, 
“The Mechanism of Commercial Credit," for a history and general discussion 
A very complete discussion of the “pros" and “cons" -vsnll be found in the 
"Trade Acoeptance Catechism, ” compiled by Dr. J. T. Holdsworth for the 
American Trade Acoeptance Council, Woolwortb BiuMms. New York Citsr. 
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of Credit (henlnafter referred to as “Credit*')* we Jointly and aevemlly boroby uitbondiUonally promiM and asreo aa followi; 

1 Aa to drafta drawn under aald Ciedit payable in UnitLd States Dollara the under^yned affree to provide vou oi >our 
designated agonte with Unitad Statei Dollars in New York at loaat one day prior to the maturity of any billi diawn undei 
said Ciedit or drafts and/or other Inatrumenta evcuted m ronowal thereu to the amount thereof, or If any eueh bills ahall 
be drawn payable at aigh^ then to provide aueh funds imnicdlately upon receipt of notice of payment thereof 

8 Aa to diafts drawn under aaid Cudit payable in a aurreney other than United Statea Dollars the undersigned 
agree to provide you and/or your deeignated agents vdth funds prior to maturity at a time to be determined by you, eufll 
eient to cover the amount of such drafts, in tho form of bankers demand bills of etchnnge, to approved by you, payable in 
the currency of aueh drafta and bearing our endoraement, or at your option, to provide you with thi. equivalent m Unit^ 
Statea Dollars, of any au^ drafta drawn at your then aelllng late for obew remittances to tho place of payment m the 
currency in which snen drafts aro drawn, or if any such diafta ba dtawn neyabie at dght, then to provide you Immediately 
upon receipt of notice of payment thereof, with the oqulvalont in United States DoUare, at your tMn eelllng rate for cable 
tranaferi to the place of payment in the currency u whkh such drafta aro drawn 

8 The undersigned also agree to pay yon, on demand, your usual cornmlssioR together wlUi Interaet where ebarge 
able, all expcnaca and auadiy charges incurred hy you In connection with said Credit 

4 The undersigned ondertain to Insure against the usual risks aa required by yen all the goads and merchandUe 
shipped under said Credit in companies and form latlafaetorv to and approved by you, and on your damand to di^oait with 
you such pollciea so drawn or no nealgned or endoraad that aO iom^ oecuning thereunder ehatl be payable to you and to be 
doUvered to you and nctwithatauding any such appcortl the undersigned aunme all responilbiliv aa to the aufflclan^ and 
genuraencea of the inearanca and the solvency ana reaponeiblhiy of the innrere The undersigned furlher undertexe to 
piocure promptly nny neoecaaty import and export or other Kecnui fm the import or export or aiupping of ths property and 
to comiiV with all foreign and domrstie govemmentBl regulabona In regard to the ahlpment of the property or the financing 
thereof, and to fumleh aueh ceitlflcatea in that reepect aa you may at any require 

B The undersigned agree that the title to all property which ahall be purchased or ahlpped under or Igr virtua of 
aald Credit, the bUls of lading and all evldenun of titlo or posaemcn or other documents relating thereto, the policies of 
Insurance and the proceeds thereof, shall be and remain absoluUly 1 q you until payment of tho biun above nferrrd to and 
any and all other sums of money payable on said blUa or otherwise and until due payment of any and all othor indebtednees now 
oxietmg or heieaftar enatod or incurred by the undcnigned to you in respoet of any and oU other tranaBctiona heretofore 
or hetenftor hod with you The undeislgned agree to sign and ualiver to you on demand a trust receipt, ns defln4.d In and 
complying with the reaulrcmenta of Article 8 A of the New York Penoaal Property X«aw, end a Stotement of Trust Receipt 
Financing in the form specified in said Article, It being further agreed that >oar rights epeoiflod heroin shall be in edditlon 
to, and not in hroltatlon of, your rit^te under said Article, or under any other applleaue statute 

6 Goods and Rierchandise Imported under said Credit shell be paid for, or at your option leeurlty approved fay you 
shall be lodged with you bofore tho undersigned shall bo entitled to the suneoder or dellveiy of tho doeomenls In rewcet 
Qiereof, which security may be retained and held by you until payment of all moneys heieinbefore referred to md es 
seeuri^ for whlJi you aro entitled to hold tbe said documont^ and m tho event that you may entrust the undeialgasd with 
an) of the soid goods or mcrohandiee^ the undeislgned consent that you may at any time, in your dlsoroUon, repossess }our 
selves of siUd goods and merehondise 

* 7 The undersigned egtee from time to time upon your demand to deliver, convey and transfer to you as security 
for all indebtedneaa or liability of the undersigned to you at any time existing oi conti svted under this agreement or ethet«- 
i^e eoUstersl security of a value and character latisfactory to you, and that yrou or your agent may hold miy goods 
menhandlse, moneys, deposits or other aecurltics of any kind end natuie in your poscBaaten or under your contrd as 
security for all Indebtedneae oi liability of the undeislgned to you Tha undemgDM hereby coreent that and all properly 
dipoaited with or received Iv the Treat Company aa coUakral henunder may be renravod h> the Trust Company from the 
State or Coontiy in which it mey be held or d^oelted to aoy other SUto or Counby. and may there be dealt with by the Trust 
Company as hereinabove pi^dod It la also agreed that toe Trust Company may at any tins transfer Into its own name or 
that of ita nommoe, seourltloa in regutered form held as collateral aecurlty 

8 In the event of any default In payment of any moneys due and owiiu to you, or u default In the due observance 
and performance at any mattor or thing herein provided for, or In tbe event oT tbe ineolveno of, or too filing of a petition 
in bankruptcy by or against, or tbe filing of a petition for reorgaalution of the undersigned under tbe bankruptcy laws, 
or toe making w an aaalgnmant for tho benefit of oreditore by» or the oppllcation for tho appointment, or the appomtmenb 
of any leceiver of, or of any of the propeity of, or toe Isauanix of any warrant of attoehmuit against any of tho property 
the underaigned, or upon the lasuance of any execution at law against tbe property of too undersigned or the commence* 
ment of any proceedings under Article 46 of tho Now York Civil Practice Act. thm and In any aueh event, the whole of the 
said monoya owing to you Iv* together with nil obligations of the undersigned shell forthwith become due and ba pesrable 
without preqontatlon, domano or notive which aio hereby vnilved Thereupon, )ou or your agent are autbonsed without 
previous demand, to Ball the wholo or any part of tha aald goods and merebandiee, shipped or to oe ebippad under aald Credit 
or sen the aamo “to arrive", and may also qpU without notice of any kind aoy or all securities depoaiUd with you at public 

Letter of Credit Agreement (Page 1) 
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or prlrate aal& epplyliiff tba proceeds, leu the cuta end mensu of Koch sole and any othei expen<wa paid or Incurred In 
rupsot of uia go^, in and towo^ any indebtednui of the underelftned to you, paying the surplus to the undersigned 
or the latter’s l^al npresontative If any deflclenoy shell arise, the undersigned will pa> the same to you on demand At any 
•Bell Mle you nay bcoone the pumhusar and hold the goods or uouri^, in$ of any right of rsdem^oo 

9 Ths uuderslgned ogreo that should tho benoftetory under said Credit, upon receipt of ad\!eo by cable, or otherwlsa. 
of the iMuaneo of oald Credit, but prior to its actual recent, negotiate drafts by virtuo of suoh advice, auoh nei^iation obali 
be considered a proper one and Shall be iiUilacbjd under the Urma and nubjut to all conditions hereof, and m addition thereto 
the undar^ned assume all the nslc of the mlauso of ths said Ciedit The undoraigned fuithcr agiee that neither you nor tout 
eorrespondenta ahail be responsible for the foim, suinaleneyi eorreetnus, mnuinencss. falsitieation oi legal effect of any doou* 
menta or paperi provided for oi mentioned in said oiadlt, or for the deunptton or mts deuription, quantity weight, quality, 
condition, p^ng, delivery or valna of gooda rapresentad tborafay, or for m geneial and/oi pnrtleuiar conditions stipulated 
In ths doeumanta, or of the property lepruented tlisreby, or purporbntf so to be, oi foi the good faith or octe of the consignor 
or any other person whomsoever, or for the solvency, standing, etc of tho oarrlera or inwtcra of tho goods, or for the breach 
of any contract between tho umrs of the credit and the undenignsd biiilhennore It » understood nsithex you nor your 
eomuondanti auume any liability or rupoiisibUlty for the eonsequeneea anting out of any orror, Interruption, delay, 
mutilauoii or other errors, and/or loss In transit of eablu or tsiegrama, letters and/or documents analng in connection with 
eaid credit or sny transscUon thereunder, or for erron in tranalBtion or intanirotation of tuhnlcal teinis The foregoing shall 
not bo a defense ogafnet any obligation under this agreement and tiie unooraljpieil will indemnife and save you harmleai 
from all loss and liability hawevt.r arising from or in eonneetioa with the sola oiedlt It is undmatood that we aseume 
oil responsibility for all obUgatlone Impoeed upon you or your eorreepondents by foioign laws cuetoms and regulations It 
la also understood that neither you nor your eorrsipondaats assume any liablUty oi nsponsibility for consequences arising 
out of the Interruption of busineu either by a decision of tho public authority oi tor strlkoa, lo^uts, riots, wan, nets of 
Ood or other causes beyond your contcol 

10 The underatgned further agree that the data of any bill of lading ihall be eonelusKe evidence that the goods 
therein raforred to ware actually shipped on oi befora aueb date and that nnlesB the terms of said credit speclflcolly require 

board" bills of lading the term ’’leeehed for ehipmenf ’ or "alongsiilo bills of lading” ehsll be equivalent to "ahlppea'’ or 
’Uiipped on board”, and shall bo conclusive oedema that such goods wore shipped on the veuel named In auch bill of uding 
It Is further agreed that "thiough bills of ladios' issued by Btaimshlp eompanioi or their agents will bo acceptable and that 
blQs of lading Indicating transsblpmeata will also be acceptable unless diiect shipment le ipeoiAed in said credit Bills of 
lading menbontng atowage on an aeeeptahle on condition that the Insurance eoveis the risks arising therefrom 
Unless Insurance pellelea ara apeciaeally required by the terms of tiie credit it is agreed that you m^r oeeopt oertlfteatoa 
of Insurance lavuid by eompaniea or tholr ai^ts or by Insuraneo nndorwriteia Unless spscIAo instructions ara given os 
to Uie rlaka to be covered, you or year eorrespondenta may accept insurance dooumentc as tendered provided thiv cover the 
gooda against ordinary marine loaurance nab When other documents aia required such oe woiohouse receipts, dsllvery 
ordeiu, coniular Invoices, certlfleateB of orlgliL oertiftcates of weight, of quality or of analyela without further definition, 
yau or youi correepondenta mny aoeqpt au^ doouments as tendered without responsibility on your part 

11 In ease the undoraigned consent to any everdrofta under said Credit or authorize payment or aecoptenee of 
drafts drawn thereunder with liragalor dooumonte atteehed Loreto, or authonu or oonaont to any departure fioni the terms 
of the Credit this agnnneat ahail bo fully blading upon the underslgnnd m raspoet to auch ovordrafta, and notwithatanding 
au^ overdrafts. Irregularltlca or vonanees, this agioamant and your title to UmaocunientanierehandiBoond insurance polietoe 
shall be, subaiat and remain oe though oU matters had been done m etnet compliance with said Credit 

18 The obligaticnn of tho undersigned and all of rfi^te under thii Credit or the provtaiona of any trust receipt 
lamed In eonnaellon herewith aball be extended tor the full period of any advenees made or any drafts or acceptanoes Iseued, 
In renewal or cxtonalon of ony drafts or bills diuwn heieunder and ahail continue until full poymont thoioof has been made, 
whether the obligers and dnwera under lueh extension or ronowal drafts aboil be Qie aame oe under prior bills or drafts 
er otherwise 

18 This Bgreanient is to remain In force and be applicable to all transactloDe, notwlthetaiidlTig any change In the com' 
poettton of ony firm or flnok partlsa to thu centrut, or useis Of this Giedit, whotber auch change eball arise from ^ 
acceseton of one or more paroiere or frmn the death or lecosaion of any partnci or partners 

14 Vs hereby represent that this agreemant Is without limitation ov to duration oi amount and tbs Guaranty Trust 
Company of New York may continue to act on tbe faith thereof until such time ae said Tiust Company shall coeeive written 
notice of ita wlthdiawoL whieh notice or asy refusal on the port of Guaron^ Trust Ceamasy of New York to grant further 
orediU, extensions or indulnneea of any kin^ will not in any wias aSbot any Credits tharetoforo made oi obligations or llabiU* 
ties theretofore Inturrad, vraatticr then due and paysbla or thereafter to bseorne due ond payabta 

16 It Is agreed that you shall not be deetasd to have waived any of ronr rights btraundorunlMB you shall have stgaed 
auoh waiver In writing No auch waiver, unlsas szpreialy as stated therein, ahail be oSeetive aa to any transaction which oceuza 
rabsoquent to tbe date of such waiver, noi aa to any oontlnuenos of a breach after auoh waiver 

16 It IS agreed that all rights arising hereonder shall be detonnlnad aeoordlng to the Laws of tho State of New Yoik, 


Dated, the day of » 19 
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Sometimes extensive loans are made by the use of "bank- 
ers’ acceptances." A banker’s acceptance is an accepted 
draft on a bank. If, for example, a manufacturer in New 
York wishes to sell to a merchant m Texas, he may send the bill 
of lading to the merchant’s bank with a draft on the bank; the 
bank will accept the draft, which becomes a banker’s accept- 
ance. It is easily negotiable because the bank is liable, and is 
readily transferable in the discount market 

When a bank loans on collateral, the documents ordinarily 
used are the warehouse receipt, the bill of lading, and the trust 
receipt. Sometimes investment securities aie used to secure 
bank loans, but such loans in ordinary business transactions 
are relatively rare.^* A warehouse leceipt or a bill of lading 
held by a bank gives the bank the right to be reimbursed 
out of the sale of the goods if the loan thereon is not paid. In 
each case neither the lender nor the borrower has actual 
possession of the goods. In the case of a trust receipt the 
borrower actually has possession of the goods but holds them, 
or their proceeds, for the account of the bank The theory 

« I 

See H. P Balabonis, “The Amenoan Discount Maikel,” for an explana- 
tion of the organization of the discount market, the service it rendeis in the 
dancing of domestic and international trade, the opportunities it offers for 
short-term investments, and the part it plays in the mechanism of commercial 
credit 

n Banks prefer secured loons unless the financial standing of the borrower is 
extremely high The collateral to bo offeied can be judged on the basis of its 
known value and, theieforo, securities that aie quoted on the exchanges are 
preferred to securities the salable value of which cannot be exactly ascertained 
but can be approximated only after mvestigations of the issuing companies 
For form of collateral note, see C W. Geistenberg, “Materials of Corporation 
Fmanoe,” pages 905-6 

“ “A person or corporation m this country desires to purchase from a mer- 
chant m a foreign country $25,000 worth of ohemioalB Not havjng the money 
to pay for the goods, but expectmg to sell them at a profit or to use them m 
manufacture, the importer goes to the bank and makes a contract whereby the 
agrees to extend to the importer the necessary credit to pay for the goods 
upon their arrival by acoeptmg the draft drawn foi the purohaso price upon pre- 
sentation of the same with the bill of ladmg, consular mvoices, etc The bill of 
ladmg earrymg the right to the possession of the goods either passes by in- 
dorsement m blank or is mode to the order of the bank giving the acceptance 
When the goods arrive and the papers are presented, if everythmg appears m 
satisfaotoiy foim, the bank accepts the draft presented for the purchase pnoe of 
the goods and rocoives the documents entithng the holder to their possession 
The bB.nk then notifies its customer, the importer, who calls at the bank for the 
purpose of canying on the transaction. Up to this pomt it will be noted that 
nather title to nor possession of the goods has at any tune come to the import, 
the mtended ultimate puiohaser. It is the impoi tor’s and not the banker s busi- 
ness, however, to dispose of or to use the goods which are now m this eoimtry, and 
in order to do so, he must necessarily have possession of the same The ba^ 
therefore dohvers to bim the bill of ladmg so that hs can obtain the goods, but 
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IS that the bank, through the trust receipt, has ownership 
of the goods in the event of trouble.®® 

As was imphed in the previous paragraph, the warehouse 
receipt gives better protection than the trust receipt, since it 
does not leave possession of the goods with the lender. How- 
ever, the removal of goods to a warehouse is frequently 
troublesome and expensive. Recently a new form of seivice 
to meet the situation has been developed, by means of which 
the warehousing is done on the premises of the lender. A 
warehousmg company takes a lease of a part of the lender’s 
premises, on which it displays its sign as occupant. The 
lender makes written application for storage therein, and a rep- 
resentative of the warehousing company signs and issues ware- 
house receipts to cover the deposited goods and then takes 
custody of them. Goods are released only upon surrender of 
the warehouse receipt or upon proper notice from the bank 
ordering partial release. The bank then has the guarantee of 
the warehousing company that the goods will not be improperly 
disposed of. Since the agents of the warehousing company, are 
bonded against “any act or acts of fraud, dishonesty, forgery, 
theft, larceny, embezzlement, wrongful extraction, or willful 
appheation, or misappropriation, or breach of trust,” there is 
little danger of loss through collusion between the operatives 
of the warehousing company and the agents of the boi rower. 

Overdrafts. — Overdrafts are sometimes tolerated by banks 
when checks are honored because the funds they withdraw 
are actually within the control of the bank though the bank 


to pioteot itself takes back fiom ita eiistomei, the importer, what is fcno^in as a 
trust leoeipt ” W Taylor, “Tniat Receipts,’’ CoinellLaw Quaitmly, January, 
1921, pages 168-69 Foi a diagram of a similai tiansaction, see page 486 See 
"The Trust Receipt as Security,’’ a pamphlet by Kail T Fredeiick, published 
by the American Acceptance Council, and an article entitled " Concerning Trust 
Receipts,” by the same authoi, m the Actxptance Bulletin of Decembei, 1930 
“ While the tiust receipt was first mtioduced m the financing of impoits, 
its use has spread to domestic tiade. With its giowth, cases have aiisen dealing 
with the rights of the lender as against creditors of the borrower. Great lack 
of understanding of the tiust leoeipt is disclosed in these cases Up to 1929, 
a majoiity of the oases hold the londei’s interest valid as against the boirowei’s 
creditors, but invahd as against a bona fide purchasei (including mortgagee or 
pledgee) fiom the borrowoi Sinoo 1930, the decisions have tended to deny 
vahdity even as agamst cieditoia This development has led to a movement 
for the adoption of a Uniform Tnist Receipts Act by the vaiious States The 
Act, which had been adopted by mne States up to 1939, lequuos looording of 
the tiust receipt and sets out the rights of the lender, bonowor, and third 
parties For a discussion of trust receipts, and the Uniform Act, see Prentice- 
Hall Installment and Conditional Sales Service. 
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may not yet have collected them. The practice, however, is 
altogether repugnant to good business.®’^ 

Commercial paper houses and note brokers. — ^Large 
compames whose needs for working funds are very extensive 
often borrow from banks m all parts of the country through 
the medium of commercial paper houses. These firms are 
sometimes called note brokers. The commercial paper house 
either acts as a broker between the company issuing the 
notes and the purchaser of the notes, or buys the paper from 
the issuing company and then sells it. 

Shortly after the Civil War, the usual method of borrowing 
from banks other than those with which the company kept 
its own deposits was through the aid of the note broker. 
Gradually, there came into existence commercial paper houses 
which bought the paper outright mstead of merely acting 
as broker. At first, the commercial paper houses met with 
opposition from the banks, who thought that their own 
functions were bemg preempted; in later years they grew 
rapidly and largely displaced the note brokers, though they 
did not supplant them entirely. 


“ No one in the United States should overdraw his account In England a 
depositor airanges to overdraw up to a oertam amount and pays mteiost upon 
his overdrafts as U S Am ei leans do upon loans Scotch credits aie arianged 
in a similar way A oustomcr of the Banco de Chile may arrange an open 
account foi as much os ho is responsible, say $20,000, for which he pays n % 
commission eveiy six months The customei can then check against his hmit 
and pays 9% inteiest on whatevei ho draws In Germany bofoie the Great 
Wai a customer could aiiange a maximum limit of oveidiaft by checks. On 
his overdrafts he paid 1 % above the Beichsbank rate plus a commission of % 
a month, while on his balances he received 1% to 2% under the Beichsbank 
rate. On tho contrary m the XJmted States an overdraft is a forced loan with- 
out mterest and a bank oihcei has no nght to permit it If be does, it is ‘at his 
own peril and upon the responsibihty of himself and suioties ’ An overdiaft 
may occui by mistake It ought not to happen intentionaUy, when a person can 
go to his bank and arrange a demand loan foi fifty cents or one dollar and 
upward.” J. A Fitzgerald, ‘‘Making Use of a Bank," page 85 

For form of note to cover overdrafts, see O. W Gerstenberg, ‘‘Matenals of 
Corporation Knance,” page 904 

” The volume of business done by oommeioial paper houses reached its 
peak in January, 1920, when $1,296,000,000 of oommeioial paper was outstand- 
ing The volume declmed steaddy until, in May, 1933, it fell to 5 pei cent of 
the 1920 high At the bcgmnmg of 1939 the volume was still under 20 per cent 
ol the peak Several factors were responsible for’ the decline after 1920, the 
most important of which aie the following (1) a decline m the need foi workmg 
capital due to the changes indicated in footnote 9 on page 453; (2) the accumula- 
tion of surplus funds by corpoiations in the post-war period; (3) the increase in 
long-term financing by ooiporations which took advantage of the favorable 
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Operation of commercial paper houses. — Those who bor- 
row from a commercial paper house are large nationally 
known industrial and mercantile concerns with capital of not 
less than a quarter of a million dollars The borrower issues 
notes in denominations that range from $5,000 to $100,000. 
The notes generally run approximately six months and are 
not renewable. The borrowing company, instead of renewing 
its notes, may replace them with new issues No interest is 
paid on these notes, as a rule, but they are sold to the com- 
mercial paper houses at their face value less a discount. 
The discount rate depends upon the locality, the market 
conditions, and the character of the paper. The commercial 
paper house also charges a commission of from to H Per 
cent, regardless of when the paper matures. It makes a 
profit in addition to the commission by selhng the paper to 
purchasers, who are for the most part banks,®* at a lower rate 
of discount than that at which it purchased the paper. The 
paper dealt in by these houses generally consists of unsecured 
promissory notes, signed only by the issuing corporation, 
though other classes of paper, especially acceptances, may 
be included in the portfolios of the commercial paper house. 
If the house does not buy the paper outright, but acts as 
did the old time note broker, merely bringing sellers and 
purchasers together, the payment to the commercial paper 
house is a commission only.®* 

Commercial paper sold in this way is used for seasonal and 
emergency circulating capital, and for periodically furnishing 
funds to close out loans at a company's own bank or banks. 

Advantages of using commercial paper houses. — (1) The' 
chief advantage of the system of obtaining working capital 
in the open market, that is, of selhng paper to commercial 
paper houses, arises from the fact that the examination of 


security markets, especially oftoi 1927j (4) competition by banks which were 
willing to gpve pieferentiol rates to companies strong enough to seU their papei 
to commcicial paper houses 

“ Gommetcial paper is conaideied a prime short-term investment. Banks 
find it an ideal investment; the losses suilered by banks thiough the purchase 
of such paper have been noghgible 

Commercial paper sales of the entire country m 1938 were handled by 
about thirteen houses, moat of which could trace their origin to the 187Q’s. 
The leadmg commercial paper houses molude Goldnlan, Sachs & Co.; F. S. 
Moseley & Co , Conrade, Bruce & Co ; Lahey, Fargo & Co ; Piper, Jaffray & 
Sopwood; and A, G. Becker & Co. See A, O, Greef, “The Commercial Paper 
House in the Umted States." 
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the borrower’s credit standing is centralized in the broker, 
whose relationships with the borrower are so extensive that 
he can afford to keep himself well informed, and so extensive 
with the banks that he must perforce not make any mistake 
in offering paper that “goes bad.” (2) The wide distribution 
of the loans enables the concern to get the advantage of lower 
rates in those parts of the country where borrowing pressure 
is low. (3) Borrowing from commercial .paper houses per- 
mits the company to expand m a way that might be impossible 
if the firm depended upon local banks (4) Broad distribution 
of paper has advertising value and establishes credit standing 
of the highest character. (5) The national recognition may 
be of value at some future time when the company undertakes 
to sell its securities to the pubhe. (6) The boi lower obtains 
the experience and advice of the commercial paper house with 
which it deals, and sometimes assistance in arranging new 
banking connections. (7) The entire proceeds of the loan 
ai’e turned over to the borrower and he is not compelled, as 
he is when he borrows from a bank, to leave on deposit a 
balance of 20 per cent of the loan. 

Disadvantages of borrowing from commercial paper 
houses. — (1) One disadvantage to the company borrowing , 
from commercial paper houses is that the thorough exami- 
nation made by the latter subjects the company to numerous 
inquiries and requires it to render reports and disclose infor- 
mation that it may be unwiUmg to ^vulge. (2) The claim 
has been made that the cost of financing is higher, in the 
long run, if the open market is used than if the company 
depends upon a bank alone. If the paper cannot be bought 
and disposed of at a profit m the open market, the commercial 
paper house will not buy it and the company must return to 
its bank for credit; as a result it will probably be required to 
pay more than it would have had to pay if it had dealt with 
the bank in the first place (3) While the company receives 
the entire proceeds of its note issue, and is not required as 
in the case of a bank loan to maintain at the bank a deposit 
of 20 per cent of the loan, the company must nevertheless 
have a good bank balance or its paper will not be purchased. 

Acceptance dealers.— Similar to the commercial paper 
houses in method of operation are the acceptance dealers.®* 


“Discount Coiporation of New York discounts approved bankers’ accept- 
ances and tiade acoeptonoes mth bank endorsements. It buys and sells aU 
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These firms usually restrict their purchases to trade accept- 
ances and bankers' acceptances, that is, to paper which 
originates in actual specific commercial transactions and which 
IS therefore self-liqmdating. They purchase largely from 
traders, banks, and from shippers of merchandise who receive 
acceptances in payment; they sell to commercial banks, 
trust companies, savings banks, corporations, trustees who 
have idle funds for temporary investment, and individuals. 

The buying and selling engaged in by the commercial 
paper houses and the discoimt houses, as well as by the Federal 
Reserve banks, make up what is known as the open market 
The business of the open market has grown considerably 
since the war and is beginning to resemble very closely the 
British Commercial Money Market.®'^ 

How commercial paper houses and acceptance dealers are 
financed. — These companies get a large part of their capital 
from original investment in their stock; to some extent they 
issue debt obligations — bonds; much of their purchases is 
resold; some of their purchases of commercial paper and trade 
and bankers’ acceptances are pledged with the , banks as 
securities for loans; to some extent these companies borrow 
from the banks on their own notes. 


short teim government obbgations It leceives funds repayable on demand or 
at hxod matuiitr against the secuiity of bankers' acceptances oi government 
obligations It acts as sort of "back log” in the bill maiket, tending to absoib 
an ovoisupply, oi to feed out bills to the maiket when it displays a readiness to 
take them In this way it exeicises a very stabilizing effect upon the maiket, 
and performs a service similar to that of the gieat discount houses of London, 
which long ago contributed to establish that as the woild center foi hquid 
banking funds ” Fiom WoK Stteei Journal, Febiuary 8, 1924 

““The opeiations of the Federal Reseivc banks in the open maiket aie 
governed by the Federal Open Maiket Committee, which was organized after 
the enactment of the Banking Act of 1933, and reorganized m 1935 

” See J A Fitzgerald, “Makmg Use of a Bank,” for a biief description of 
the Ameiican open maiket Foi a very concise and excellent desciiption of 
the English market, see an article by H A E. Chandlei, economist for the 
National Bank of Commerce m New York, m that bank's Commerce Monthly, 
Febiuaiy, 1924. 




Chapteb XXV 

WORKING CAPITAL (Concltobd) 

Commercial credit houses. — Often the work of the com- 
mercial credit houses and that of the finance compames is 
combined in one concern, but we shall describe separately 
the function of discounting receivables as appropriately 
belonging to the commercial credit houses, and that of 
financing the sale of specific commodities, such as automo- 
biles, pianos, and the hke, as belonging to finance companies,^ 

The work of the commercial credit houses is to purchase 
or discount receivables,* either open accounts, notes, or 
acceptances, of customers of the merchants with whom they 
do business, to advance part of the face value (usually from 76 
per cent to 80 per cent, though in some cases the margin runs 
from about 66 to 85 per cent), and to reimburse themselves 
out of the accounts or other receivables as they are collected, 
finally turning back to the seller any amounts collected or any 
accounts uncollected after the commercial credit company’s 
advance and charges have been met. 

Whose accounts are purchased. — ^The companies that sell 
their receivables to the commercial credit houses are usually 
relatively small — ^the majority have a net worth of less than 
$100,000. One of the largest commercial credit houses classi- 
fies the firms selling accounts as follows:* 

1 The work of these eombmed companies was classified by the Dmsion of 
Analysis and Eeseaich of the Fedcial Reserve Boaid (Fmal Bulletin, January, 
1923) as follows (1) Discounting or buying commeicial receivables — ^that is, 
accounts, notes, or acceptances; (2) advancing to dealers funds with which to 
puiohaso automobiles (wholesale sale of automobiles); (3) advanomg funds to 
nnnhlft dealeis to sell automobiles on the installment plan (letail sale of auto- 
mobiles), (4) advanomg funds to enable dealers to sell furniture, agncultuial 
implements, books, musical instruments, lefngeiatois, restaurant fixtures, 
household utensils, electiical appliances, etc , on the instaUmont plan; (6) 
advanomg funds agamst merchandise 

> Wheie the commercial credit house is orgamzed under the banking laws of 
the State wheiem it does business, it may loan on the security of leoeivablos; 
if it 18 organized as an ordinary business corporation, it may not make loans, and 
therefore it purchases the lecoivables 

• A E Duncan, “The Assignment of Open Accounts Receivable," Coast 
BonW, May, 1922, 
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1. Live-wire money-making concerns, whose energy, ability, and plant 
capacity are out of proportion to their invested capital — no matter how 
large they are. The total cost is quickly covered by the added profit on 
increased sales. 

2 Many such concoins legard a credit company as a “silent partner” 
with elastic resources, and prefer to divide a small pait of their piofits with 
such company temporanly and continue in control of their business instead 
of paying a large portion thereof permanently to new partners or stock- 
holders, mvolving extra salaries, possible loss of control, etc. 

3. Many firms are more experienced in the practical manufacturing and 
selhng part of tlieir business than in finance, and dislike to borrow much 
money from banks, with which they will not carry substantial balances. 

4. Many others, especially manufacturers, have most of their mvested 
capital tied up in real estate, plant, maohmery, etc , usually blue-penciled 
by the banker. Their current assets are out of proportion to current 
labilities, although they may sell to the very highest rated trade. 

6 Many firms are located in towns having limited local banking 
facihties, and have not established, or for many reasons may be unable to 
estabhsh, sufficient bank credit connections in the larger cities. 

6. Many others need “extra” money ]ust to carry them through the 
peak of their season or to buy for spot cash, discount or pay their bills 
promptly or increase their volume, with but little increase of overhead. The 
saving in discounts alone will probably offset the cost. 

7. Many firms must sell on from six to twelve months’ time, payable in 
instaUments, and theioby quickly tie up their operating capital, and must 
find a continuous outlet for such paper 

Though the same conoems generally remain clients of the 
commercial credit house, there seems to be a tendency among 
such clients to outgrow the need for assistance. Usually the 
commercial credit house is used in addition to a local l?ank, 
the former frequently being used to close out the hne of bank 
credit for a period of from 30 to 60 days once a year. 

Commercial credit houses do not ordmarily accept assign- 
ments from houses whose ratings with Dun & Bradstreet, Inc. 
are lower than second class. The statement made by one 
house that it excludes “lines highly specialized; lines lacking 
intrinsic value, lines not readily resalable; lines whose value 
depends on continuity of customers in business," furnishes a 
standard at which, probably, most houses aim. 

The amount of receivables that will be purchased is 
usually determined by a consideration of each situation as it 
arises when an application is made. Where regular dealings 
are maintained, however, some credit houses set a definite 
credit line and advise their customers thereof; in some cases 
a maximum figure is set and nothing is said to the customer 
about this maximum unless an application is made that would 
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exceed it; in other cases new accounts are constantly accepted 
until such time as the credit house believes its customer is 
unduly overexpanding. A balance of less than 110,000 is 
usually considered not worth-while; the average amount 
probably nms between $50,000 and $100,000, although m 
special cases the larger amount may be exceeded by a con- 
siderable margin. 

In some cases the commercial credit house acts as general 
financial agent, undertaking to discount all accounts. One 
contract that we have examined goes even so far as to commit 
the credit house to the obligation of acting as a del credere 
agent, that is, a guarantor of the accounts. In such cases, 
of course, the credit house checks the credit before the order 
for goods is accepted, moreover, its charges for this service 
are to be included in the cost of discounting, as is also com- 
pensation for the risk run in guaranteeing the account 

The following is a form of agreement for discounting all 
the accounts receivable of a client. 

MEMORANDUM OF AGREEMENT BETWEEN H ELMAN BROS,, 
BANKERS, AND JOHN SMITH, HEREINAFTER CALLED "THE 
CLIENT,” MADE THIS DAY OP , 19—, 

H, Elman Beds, agree: 

To Investigate and furnish information bearing upon the financial 
responsibility of the customers of The Client, 

To Supervise tho collection of accounts of The Client and use their 
best endeavors to collect the accounts assigned to them. 

To Issue statements for comparison as and when necessary 
To Draw drafts upon delinquent debtors as and when necessary 
To Render reports of collections 

To Mamtam for the exclusive use of The Client a separate ledger 
accoimt of accounts submitted. 

In Consideeation of the aforesaid services The Client agrees* 

To Submit to H. Elman Bhos all of the outstandmg accounts and to pay 
H. Elman Beob, One and one-hdf (IJ^ %) per cmtum 
comnussion on the amount of such accounte. 

H, Elman Bhos. agree* 

To Advance to The Client Sei>mty {70%) per centum 

of the net face value of such accounts as may be acceptable to them for 
that purpose. 

In CoNSiDBBATiON of the aforesaid advances The Client agrees: 

To Pay H. Elman Beos. interest at the late of six (6%) per oqntum per 
anniiTn from the time of advancement to the time of payment, plus 
ten (10) days’ interest in lieu of exchange on out-of-town checks. 
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To Assig n and transfer to H Elman Bros, all outstanding accounts as 
the same are created in The Client’s business, from and by the sales 
of merchandise therein, and not to apply for or procure advances on 
accounts from any source othei than H. Elman Bros dunng the con- 
tmuance of this agiecmeiit, the said assignment shall be in the form pre- 
scribed by H. Elman Bros., aocompamed by sliippmg receipts and such 
other papers as H. Elman Bros may prescribe 

That H Elman Bros or their representative shall have the right to 
exa m i n e all the books of The Client (which may appertain to the 
accounts! and to endorse the name of The Client on any and all com- 
mercial papei received m payment of said accounts wherovei such 
endoisement is necessaiy to vest title to said commercial paper in H. 
Elman Bros , authorizing and empowermg H Elman Bros to sue for 
and collect said accounts m their name or m the name of The Client, 
and to take such steps as H. Elman Bros may deem necessary for the 
protection of their rights in the account, all legal and other expenses 
incurred by said H. Elman Bros, in collectmg said accounts and in col- 
lecting their loans made to The Client hereunder, shall be paid by 
The Client to H Elman Bros. 

To Keep on reserve with H. Elman Bros. Thirty iS0%) 
per centum of the accounts outstanding (but not less than the amount 
owing by any single account) which reserve shall bo subject to any and 
all claims, allowances, returned goods, accounts m default or bank- 
ruptcy, or other charges or deductions from any of the accounts, and as 
further collateral security for the performance of the terms of this or 
any other agreement between H Elman Bros and The Client. 

To Send H Elman Bros, between the first and tenth of each mouth a 
statement of the precedmg month’s transactions, if so requested. 

To Pay H. Elman Bros, in cash or allow them to deduct without regard 
to the maturity of the account, the amount of any merchandise 
returned, refused or rejected 

That H Elman Bros, shall have a hen on all moneys, property or col- 
lateral of The Client now or heieafter in their hands oi under their 
control for any and all indebtedness wluch may exist in their favor 
imder this agreement, and also for any other indebtedness now existmg 
or that may hereafter be contracted under this agreement or otherwise, 
dm or to become due. 

The term of this agreement shall be from the . day of . , 

19 , to the day of , 19 J theieaftei this agreement 

shall continuo from year to year unless ninety (90) days prior to the 
expiration of any given year, notice in writing of election to discontinue 
shall be given by either pailiy to the other, by legistered mail After 
notice of discontinuance has been given by either paity to the other, 
'The Client will keep on leserve with H. Elman Bros, thirty-three 
and one-third (33 H) per centum of the accounts outstanding until all 
outstanding accounts are paid. Any notices or communications to be 
given hereunder may be given by mail, addressed to the business 
address of the parties hereto. It is agreed that this contract shall be 
construed according to and governed by the laws of the State of New 
York. 
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This agreement shall be terminable at any time, without notice, at the 

option of H. Elman Bros., upon the violation of any of its terms by 

The Client. 

Witnessed by (Signed) H ELMAN BROS 

(Signed) A. B. DOWNS. (Signed) JOHN SMITH 

Notification and non-notification plans. — Accounts are 
bought on either the notification or non-notification plan. 
If the notification plan is used, the debtois of the merchant 
are notified that their accounts have been assigned and that 
they are to pay directly to the commercial credit house The 
purpose IS to protect the credit house from collection and 
fraudulent appropriation by the merchant. Most frequently, 
however, the debtor is not notified, the account is collected 
by the origmal creditor, that is, the merchant, and the pro- 
ceeds are turned over to the credit house. The objection 
to the notification plan is that the merchant’s debtor dislikes 
being told that he is to pay his account to a third person; he 
suspects that the merchant to whom he owes the money is 
financially weak and unrehable, and reahzes that if his account 
is not paid promptly, a third person, the commercial credit 
house, will know about his delinquency and thus his credit 
standing will be jeopardized. 

Effect of assignment of accounts on creditors of seller — 
what constitutes fraud. — It may pay to discuss the question 
of disclosure a bit further, for it raises one of the questions 
about which there has been much discussion. Let us assume 
that A assigns the accounts of X and Y, due A, to M, a com- 
mercial credit house. What is the effect on B, a mercantile 
creditor of A? Let us suppose that subsequent to the assign- 
ment, B sold additional goods to A on credit. Does the fact 
that A or ikf did not notify B constitute a fraud against A’^ 
Probably not. Fraud would arise only if B were given some 
financial statement, on which he relied, showing that the 
receivables that had been assigned stiU belonged to A.* Of 
course if the notification plan were used, though the notice 
would be given to A’s debtors and not to R, the latter would 
likely discover through trade gossip the fact that the accounts 
had been assigned, and would be more reluctant to seU to 

* Assigning tho same account to two different credit houses, or collecting 
money and appiopriating it instead of turning it over to the ciedit house, con- 
stitutes larceny. For a lecord ot a conviction, see The Credit Monthly, Febru- 
ary, 1924, page 30, 
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A on credit. The chief objection made by mercantile creditors 
is that the accounts or notes or acceptances which M would 
purchase, would be those due fiom A’s most reliable cus- 
tomers. Thus, in case of A’s failure, his general creditors 
would find that the assets on which they had placed their 
chief rehance had been withdrawn. 

A further objection is made by general mercantile creditors 
that when accounts are assigned, the cash that takes their 
place is much less than the amount of assets assigned. The 
decrease, of course, constitutes the charges of the credit house. 

Charges for discounting. — The charges made by com- 
mercial credit companies vary, not only from company to 
company, but from customer to customer of the same com- 
mercial credit house. The usual charge, however, is “one- 
twenty-fifth of one per cent a day on the net face amount of 
receivables, plus a charge of $5 per $1,000 on the first $100,000 
of receivables within any twelve successive months.” These 
charges include interest and payment for services. Thus, 
if at different times in a year sums to the amount of $1,000,000 
were advanced to a business, each amount being loaned for 
fifty days, the flat charge of $5 per $1,000 for the first $100,000 
would amount to $500, and the interest of of 1 per cent 
a day for fifty days would amount to 2 per cent, or $20,000, 
the entire cost being $20,500.® 

"Where a defimte sum of money is advanced by a credit 
house on the security of assigned accounts, the contract 
entered into between the credit house and the merchant will 
include the following provisions:® 

1. The actual assignment of the accounts, which is supple- 
mented by a schedule of mvoices. 


• The oommercia.1 credit houses point out that this cost may be compared 
with teims of 3/10 net 60 Thus, if a sellci, instead of selhng his account to a 
commerci^ credit house, gave one of its customeis who bought goods on sixty 
days credit a 3 per cent discount for paying within ten days of the date of the 
mvoiee, the coat would be $30,000. The comparison is not altogether fair. 
If the cash discount is taken, the seller is suie of his money. If the discount 
IS not taken and the account is sold, the merchant must guarantee the account 
to the credit house A number of contingencies may arise to prevent payment 
of the $1,000,000 or-evon of the $820,600 (assuming 80 per cent, or $800,000, 
was advanced and the charges were, as we saw above, $20,600) ; the debtor may 
fail, or he may claim shortage in delivery, or damage, or failure of the goods 
to come Up to specification 

« The contracts vary somewhat from house to house; for another form, see 
, 0. W. Gerstenberg, “Materials of Corporation Fmanoe," pages 908-9. 
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2. A statement of the charges and the time when payments 
are to be made by the assignor. 

3. A statement constituting the assignee attorney to 
transact any business relating to the receivables assigned, 
including the power to indorse checks, drafts, notes, and other 
documents leceived in payment of the assigned accounts. 

4. Where the non-notification plan is used, an agreement 
that the merchant will send to the commercial credit house 
immediately, in the form in which they are received, all 
payments made on the assigned accounts. 

Usually, the assignor also guarantees that the debtors are 
solvent and that they will remain so till the accounts mature; 
that all payments wiU be made in full in cash to the assignee, 
that the accounts were owing, not for consignments, but for 
hona fide sales on which deliveries have been made; that there 
are no offsets or counterclaims to the accounts, that the 
accounts have not been assigned to any other person; and 
that no other accounts will be sold to other persons without 
giving the credit house a specified number of days’ notice.’' 

Most accounts that are accepted have a maturity of from 
forty-five to sixty days, though sometimes the term of credit 
may be ninety days or even, in exceptional cases, six months 
Notes and acceptances are usually held by the credit house 
tiU maturity and then collected by it, though sometimes the 
merchant is permitted to coUeet. 

Where the non-notification plan is used, the assignee 
usually sends its own auditors to inspect the books of the 
merchant to see that none of the assigned accounts has been 
collected, except those on which the merchant has remitted 
the proceeds to the credit house. The merchant may be peri- 
odically requested to sign a list of unpaid assigned accounts. 
A further check is sometimes made by corresponding with 
some of the debtors to ascertain whether they have made 
payment. Since m the notification plan the accoimts are 
paid directly to the credit house, this system of auditmg and 
checking is unnecessary. 

Losses of commercial credit houses. — ^The credit house 
has as security for its advances and charges, first, the debt 
owing from the customer of the merchant ; second, the general 
hability of the merchant; and third, in some cases, a personal 

»K^assigned oortfun aooauntB to M. and then assigned the same aoeOunt to 
y, M would be the owner, even though N were an innocent purchaser. 
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guSirantee from the officers of the merchant company or 
from some other person — as, for example, some manu- 
facturer who does a large business with the merchant. 
If accounts are not paid promptly, they are usually carried 
from thirty to sixty days at the stipulated cost and are 
then resold to the merchant, who pays for them either in 
cash or with other good accounts receivable Out-and-out 
loss arises only where there is fraud or where both the mer- 
chant and his debtor fail. One credit house reported its 
losses over a period of about ten years to be annually 0.0012 
per cent 
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Financing credit houses. — Companies of this land are 
usually started with an investment from stockholders in com- 
mon and preferred stock. Such companies raise funds also 
by depositing their purchased receivables with a trustee as 
security for notes, usually of $500 denominations, most of 
which are sold to banks.® These notes may mature in from 
thirty days to twelve months, though the average term is six 
months. Some funds are obtained from the bank of deposit 
of the credit house, with or without collateral, and sometimes 
unsecured notes arc sold through commercial paper houses 
m much the same way as any mercantile house would handle 
them. Sometimes short teim notes running for several 
years are sold to the general public. 

Profits of credit houses. — study made by the Federal 
Reserve Board® states that most fiequently turnover of 
capital investment of these companies is fiom eight to twelve 
times, though it may range fiom five to twenty times. The 
largest company in the country, which, however, does work 
that we have designated as that of a finance company, claims 
to have made only 14 per cent on all cash paid in. Some 
companies probably earn as high as 30 per cent on actual cash 
paid m. 

Finance companies. — Finance companies, as they are 
treated here, include aU corporations that assist in financing 
the sale of definite merchandise, including chiefly automobiles, 
radios, pianos, electrical household equipment, and similar 
goods. Their work is divided into two parts, that dealing 
With financing the wholesaler, and that dealing with the sale 
of goods to consumers by retailers. Under the wholesale 
plan, the finance companies finance sales to distributors, 
dealers, and subdealers, advancing from 60 to 90 per cent of 

® The fact that banks usually get a nominal rate of 6 per cent ynith an actual 
rate of to 8 pei cent on loans made to oommeroial ciedit oompames has 
helped to dispel a oertam aloofness that existed when, the oiedit oompames fiist 
came into existence. (Notice, however, that the assignment of an account 
leoeivable is not ledisoountable with the Fcdoial Reserve banks Federal 
Beseroe BiMetm, May, 1916, page 227 ) The loans are usually veiy secuie, for 
they originate in commercial tiansactions and arc secured by the personal 
obligation of the oiiginal debtoi, of the moichant to whom the account is owed, 
and of the commercial credit house Usually, the amount which a ciedit com- 
pany IS permitted by the trust agreement to borrow is not m excess of five tunes 
the capital and suiplus See diagiam on page 504 

^Federal Beset ve BvMelin (Fmal Edition), Januaiy, 1923 

^ One company has announced that it finances the sale of more than fifty 
different types of commodities. 
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the invoice piice, the larger amount ordinarily only m cases 
where goods are stored m a public bonded warehouse. In 
some instances the only security the finance company will 
have is the obligation of the dealer or distributor to the 
manufacturer, plus a hen on the property represented by a 
warehouse receipt, a chattel mortgage, a trust receipt, or a 
conditional bill of sale (depending somewhat on the State 
laws). In other cases the manufacturer is asked to indorse 
the dealer’s notes In the case of automobiles, a clause is 
usually inserted in the contract whereby the dealer agrees 
not to use the cars. In a few instances the finance company 
buys the cars from the manufacturer, and the dealer merely 
has an option to purchase. 

Under the wholesale plan followed by one large automobile 
finance company, the dealer is granted a fixed line of credit. 
He deposits a certain sum (say from 10 to 20 per cent of the 
wholesale price of the cars shipped to him) to the credit of the 
finance company; the latter makes payment of the invoice 
price either by direct payment to the manufacturer or by 
paying the manufacturer’s sight draft, at the same time taking 
title to the cars either by direct bill of sale from the manu- 
facturer or by receiving the order bill of lading annexed to 
the sight draft and then delivering to the dealer under a 
trust receipt, the cars or the bill of lading representing the 
same. The dealer accepts a draft, running usually for three 
months, and is charged an amount sufficient to cover interest, 
service, and insurance. When a sale is made by the dealer, 
the car is released from trust and the charges are adjusted so 
that the dealer pays for the accommodation for only so long 
as the car has actually been used. 

Financing retail sales. — ^In the financing of retail sales, 
title is usually vested in the finance company or a hen is 
given to the finance company through a conditional sale, 
chattel mortgage, or lease agreement. Where an automobile 
purchase is being financed, the buyer gives his note or notes 
to the seller, who indorses them to the finance company. 
Thus the latter will have as security tho general credit of tho 
consumer, the specific lien on the car, and the general credit 
of the dealer, thou^ several large companies accept the notes 
of the purchaser without the indorsement of the dealer. The 
chattel mortgage, conditional sale, or lease agreement usually 
contains clauses that amply protect the finance company 
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against misuse of the automobile, and in addition the finance 
company usually requires the protection that can be afforded 
it through fire, theft, and property insurance. Generally, 
the finance company will itself check the credit of the pur- 
chaser, though frequently it relies upon investigations made 
by the dealer and on answers to questions submitted to the 
purchaser, which questions and answers are written on forms 
supplied by the finance company. 

Charges of finance companies. — The charge made by 
finance companies for investigations, interest, service, and 
collection, approximates 15 per cent of the funds outstanding. 
Ordinarily, the purchaser of an automobile or other com- 
modity 18 required to pay down from 10 to 331^ per cent^"® and 
his notes are taken for the remainder of the purchase price 
plus the charge of the finance company. Since the notes 
usually mature serially, the actual rate of interest on the 
amount owed by the purchaser may run as high as 25 or 30 
per cent. Charges are not uniformly made, however, since 
in some cases the rate paid includes a flat charge plus a dis- 
count on the amount of money advanced. Sometimes the 
flat charge includes the premium for insurance on the auto- 
mobile or other property, which insurance is taken out in 
favor of the finance company. In other cases the insurance 
premium is quoted separately. In almost all instances 
the finance company is paid a commission on the insurance 
premium 

Financing finance companies. — The finance companies 
obtain their funds in the same way as has been described for 
commercial credit houses. In a number of instances the 
finance company is operated as a subsidiary of the manufac- 
turing company whose products it finances. The General 
Motors Acceptance Corporation^® is an example of a sub- 

The policy of Government agencies such as the Electric Homo & Farm ’ 
Authority and the Fedeial Housing Adminiatration, of advertismg small down 
payments and long periods m, which to pay, was reflected in the installment sales 
field by a tendency toward leduoed down payments and longer peiiods of pay- 
ment A revei sal in the movement began m 1 937, largely under the influence of 
the banlis fiom which finance oompames boiiow 

*^In many cases, the finance company conducts an insurance busmesa 
through a subsidiary, 

“In 1929 several of the automobile manufacturing concerns disposed of 
their subsidiaiy finance compamea The financing of sales by such concerns 
IB now don^ by independently orgamsed companies which do business with a 
number of manufacturers under separate oontiacts The two pnnoipol finance 
compamos are Commercial Oiedlt Company and The Commercial Investment 
Trust, 
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sidiary finance company. Such subsidiaries may receive 
advances from the manufacturing concerns with which they 
are allied. 

Losses of finance companies. — The losses sustained under 
the wholesale plan are negligible A study made of companies 
usmg the retail plan showed that the percentage of past-due 
accounts ranged from a fraction of 1 per cent up to 20 per 
cent In 1936, 2.2 per cent of new cars financed by sales 
finance companies were repossessed, and 7 6 per cent of used 
cars were repossessed. 

Working capital from affiliated companies. — ^While there 
IS no elasticity in interest received on bonds — either those 
held for investment or those held for advances to subsid- 
iaries — dividends on stocks of subsidiary compames do offer 
an expandable source of cash income. Sometimes an affiliated 
company can borrow cash more readily and on better terms 
than the principal concern. Inter-company accounts often 
provide flexible means of administering cash. 

Loans from owners. — ^In unincorporated concerns, except 
the Massachusetts trust, ordinarily the only effect of advances 
from owners is to change the lelationships between the owners 
themselves. Such loans do not rate as loans when the inter- 
ests of outside creditors are at stake,’® but merely take pre- 
cedence over contributions of capital. 

Sale of unnecessary assets. — The most accessible assets 
for sale, not used in the ordinary course of business, are 
securities held for investment, though sometimes physical 
property is available. A typical case is an unused factory 
building on which taxes and insurance are paid, as well as the 
wages of a watchman. Earhei sale may not have taken place 
because no offer for the building was forthcoming at anything 
like the original cost price. A sale "at the market” not only 
furnishes cash, but really eliminates some of the need for cash 
in that the carrying charges on the property are wiped out. 

Conversion of fixed assets. — In periods of prolonged 
depression working capital is maintained by failure to replace 
to a normal extent the part of the fixed capital which is con- 
sumed in producing inventories.’®® 

““See Milaa V Ayres, "The Economic Function of the Sales Finance 
Company,” Journal of American Slahstmil Association, Mar , 1938 
See discussion of partnemhips, pages 52 et seq 

““ See Arthur H. Wiuakor, “Mamtenance of Working Capital of Industiial 
Corporations by Conversion of Fixed Assete,” Bulletin No. 40, Umvcrsity of 
nimois. 
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Plaiming ahead — budgets. — ^Providing a business with 
, cash when it needs it, without carrying over the interim 
periods an excess amount of cmrent funds, is a problem 
that should be faced like any other problem in business — ^first 
from the angle of "planning” and then from the angle of 
“doing.” The planmng in this case calls for the construction 
of a budget. 

A complete budget system requires the preparation oi 
separate departmental schedules and the formation of a 
composite financial budget. First, the sales department must 
forecast its sales. From this forecast, the purchasing and the 
production departments can forecast the production costs and 
the purchase requirements, and the selling and shipping 
departments can estimate their expenses. Administration 
expenses can be more nearly approximated if the selling and 
production prospects are known. Finally, from the stand- 
point of expense, the demands for cash necessary to carry on 
each of the departments and to purchase new equipment, 
can be assembled in the expense schedules of the financial 
budget. Then, from the estimates of sales, the collection 
department can make its forecasts of cash income. “ 

The financial budget founded on cash receipts and dis- 
bm’sements is not sufficient; a budget should be made for 
every item in the balance sheet, so that the composite budget 
is really a forecast of the balance sheet at the end of the 
penod for which the budget is made. In some oiganizations, 
in addition to the balance sheet budget, a cash receipts and 
disbursement budget is maintamed. 

In a concern of any size, some one officei ought to have 
charge of the budget. The responsibihty of making the 
financial budget should not be left to the accounting depart- 
ment, though close co-operation with that department is 
essential m the preparation of any budget. In organizations 
too small to warrant a separate budget department, the man- 
ager, in preference to the accountant, can well perform the 
function of budget director. 

The budget director ought to go over the departmental 
budgets, make the departmental compilers justify theii- 


See J 0 MoKmsey, “Budget Making and Control”; Boston Chamber of 
Commoroe, “Budgetary Contiol of Buameas”; and BiuSre & Lazarus, “Applied 
Budgeting," for suggested forms 
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figures, suggest changes that might be expected from outside 
business conditions, and then consohdate the revised depart- 
mental budgets into the single financial budget. This budget^® 
should be made up for only six months or a year in advance, 
and the officer in charge should check results very carefully 
each month, or oven each week, and carry forward changes 
in future estimates that are suggested by current perform- 
ances. For example, if sales are 10 per cent higher than have 
been estimated, the same percentage may be carried forward 
in the estimates of sales for future months. Most of the other 
figures will be correspondmgly changed In order that the 
budget officer may know how to interpret and change his 
future estimates, each department should be called upon to 
submit revisions m writing on a form provided for that purpose 
and should be required to explain, period by period, why 
differences exist between the original estimates of performance 
and the actual records. 

Financial reports concerning working capital. — The danger 
of embarrassment or even catastrophe from lack of working 
capital is so great that the executives of a business, large or 
small, must keep themselves well informed on its present and 
prospective 'cash positions. To do this, they wdl cause to be 
prepared various reports of receipts and disbursements and 
other important data. We shall describe briefly typical forms 
used for this purpose. 

The form on page 611 is adapted from one in actual use and 
has the advantage of bemg available for daily, weekly, or other 
periodic reports. 

While the form on page 612 is made up for two months 
only, in practice the columnar material would be repeated and 
it would provide a forecast of from three months to a year. 
In the first column are copied the figures for the correspondmg 
month of the previous year, found in the third column. In 
the second column are the forecasts, and in the third column 
are inserted the actual results of the month’s financial opera- 
tions. In the fourth and fifth columns are inserted the 
percentages of difforencos between the figures in the third 
column and those, respectively, in the first and second, a plus 


Tho American Telephone & Telegraph Oo has extended the nse of its 
budget perhaps further than most other corporations. Through budget 
forecasts, it plans the extension of its busmess for from five to ten years ahead. 
One large gas and electric company budgets three years ahead. 
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sign (or black ink) being used where the actual figures are 
larger and a minus sign (oi red mk) where they are smaller. 
As was indicated in the previous sections, this form can be 


PRESENT CASH POSITION 
Date, 


, 19 


$9,769 

61 


50 

00 


2,571 

39 




$12,360 

3,691 



673 

22 


93 

14 


1,871 

62 




6,126 



$6,261 


Cash Reboubcds 

PieviouB (day, -week, or month) Cash Balance m 
Banks 

Bank A $8,769 61 

Bank B 1,000 00 


Total 
Gash m House 
Deposited 
Collections 
Loans and Discounts 
Erom Branches 
San Erancisco . 
Ghicago 


1,571 39 


700 00 
300 00 


Total Cash Deposited 
Total Cash RusoiracHs 


Cash Disbubbbmhnts. 
Weekly Payroll 
Semimonthly Salaries 
Salesmen’s Commissions 
Accounts Payable . 
Miscellaneous 
Interest 
Dividends 


Rent , , 

Insurance 

Total Disbtjbssimbnts 
Pkbsbnt Cash Balahch 


00 


38 


52 


filled out only after departmental budgets have been sub- 
mitted showing sales and sales expenses, production and 
production expenses, purchases of materials and equipment, 
shipping expenses, and administrative expenses, and after the 
proper calculations have been made establishiag tho amount 
of collections to be expected in view of previous sales. An 
examination of the form will show that only the ordinarily 
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predictable and usual sources of receipts are listed in the upper 
part. If the disbursements are in excess of the receipts, the 
balance is taken from the item “surplus accumulated,” 
which is merely the sum of the surpluses of the previous 
months and which indicates the cash on hand; if accumulated 
cash is not sufficient to meet the deficit, then the sources of 
new funds may be indicated as subheadings under the title 
“sources of new funds.” Here the financial management 
will have to do its own planning; the possible som'ces of funds 
have been explained. 

Graphical representation of important data concerning 
working capital. — ^To get the problem before the executive 
quickly is one of the aims of modern business management. 
If a vivid picture of the situation respecting working capital 
can be kept constantly before the management, it can readily 
discover and correct delinquencies. A httle thought will 
help suggest forms in addition to those described below — 
forms which may be very helpful in keeping the executive “on 
his toes,” 

The current ratio. — The information needed is (1) the 
amount of circulating capital; (2) the amount of current pay- 
ables; (3) the current ratio, found by dividing the current 
assets (circulating capital) by the current habilities. The 
material needed is: papei ruled as described below, red and 
black gummed strips. 

Paper is luled with vertical hues to represent days, weeks, 
months, or yeais, for the same plan may be used no matter 
how frequently those using the chart desire to know the 
situation with respect to working capital. Three horizontal 
liTipa are drawn' the top hne represents the maximum current 
assets the concern is hkely to have; the second line is a zero 
linft which divides the chart in half; the lowest line represents 
the maximum ratio of the current assets to the current lia- 
bilities. Above the zero line appears the amount of current 
assets (black strips) and the amount of current liabilities 
(red strips). The distance downward between the zero line 
and the lowest line shows the ratio of current assets to 
current liabihtics. The ratio is represented as the percentage 
which the current assets bear to the current liabilities. A 
500 per cent ratio, for example, indicates that there are $6 
of current assets to every $l of current liabilities, or a ratio 
of 5 to 1. A black strip is pasted downward from the zero 
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line to show the current ratio. Thus we readily get a picture 
of the ratio of current assets to current habilities. A line repre- 
senting the proper ratio for the company should be drawn in 



White Btnps are used instead ot red lecommended m the text 
Graphic Represeatatioa of Current Ratio for the Executive 


heavily so that the person reading the chart can see at a 
glance how the current position compares with the ideal ratio. 
A minimum ratio may be ruled m instead of an ideal ratio. 
In the illustration, it is assumed that 2 to 1 is the minimum 
ratio. 

Sales, collections, and receivables. — In order to keep a 
careful chart of sales, it is advisable to use two kinds of paper, 
cross section paper and another paper of a dilferont color, 
as well as the sort of frame used by photographers for printing 
pictures from negatives. 
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Plot each day, week, or month (depending on the need of 
the business) a curve showing sales and another showing col- 
lections as they accumulate from the beginning of the period 
for which the chart is made. At each vertical line connect the 
two curves; the distance thus marked off will be clearly 
recognized by the eye and will represent the outstanding 
receivables accumulated since the beginning of the peiiod for 
which the chart is drawn Cut out with an ordinary scissors 
the pai’t of the chart below the line of cash collections. Keep 
this chart in the photographer’s frame, after you have placed 
it face down on the glass; the colored sheet will show through, 
clearly indicating the cash collections. 



Graphic Representations to be Used By the Executive to Check Sales, 
Collections, and Accounts Receivable 


Comparisons of sales and collections to show efficiency of 
collection department and to show efficiency of sales and col- 
lections compared with performances of the previous period. — 
Use cross section paper on which to draw curves showing 
(in black ink) the accumulated sales of the previous period (if 
a year’s chart is being kept by weeks, the cross section paper 
will have to accommodate fifty-two items horizontally), and 
(in red ink) the accumulated collections of the previous 
period. Strips of red and black gummed paper should be 
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available, besides a bottle of green ink. The chart should be 
attached squarely to a drafting board, and a T square and 
right angle should also be at hand. We shall assume that the 
business is one in which goods are sold quite regularly through 
the year on uniform terms of thirty days’ credit. 

On the vertical line representing the first month (day, or 
week), lay down a black stiip representing the amount of sales 
as shown by the scale at the margin of the chart. Do the 
same thing for each succeeding month, but lay the strip 
upwards from a point even with the top of the strip repre- 
senting the previous month’s sales. In this way we see clearly 



the amount of sales for each month (day, or week) and by 
letting the eye follow an imaginary line connecting the top 
of the strips, we see the accumulated sales for the year to 
date. Moreover, we get a comparison with the sales accumu- 
lated to the corresponding date of the previous year. 

Since collections lag a month — ^the terms being thirty 
days — ^we lay down a red strip for the second month’s col- 
lections alongside the black strip representing the first month’s 
sales. If collections have been good, the two strips should be 
almost of equal length. If the red strip is much shorter, we 
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know something must be done to brace collections. In the 
same way the red strip rcpicsenting the collections of the 
third month should be laid down beside the black strip 
representing the sales of the second month. A green curve 
may be used to accumulate the collections for the year, since 
the vertical red strips are not necessarily continuous as are 
the vertical black strips representing sales. The distance 
then between the red hne and the green lino (it would be 
well to lag both of these lines one month, that is, let the 
February collections be plotted on the vertical line that 
carries January sales) represents the difference between the 
collections of this year and last year. Moreover, the distance 
between the green hne and the top of the black strips will 
represent approximately the accumulation of receivables for 
the current year. 

Charting the budget. — ^The following description and 
charts are taken from "Budgeting for Business Control,” a 
pamphlet pubhshed by the Fabricated Production Depart- 
ment of the Chamber of Commerce of the United States. 

(Through the courtesy of the Shur-on Optical Company of Rochester 
their budget plan is herewith reproduced. It was devised for that company 
by Mr C. H Stephens, its secietaiy.) 

Talang the personnel of our business mto consideration, we decided to 
divide our activities into five gioups. Material, Factory, Administration, 
Sales and Advertising On the 2.’5th of each month the depaitincnt heads 
submit their estimates for the following month. Those are caiefully gone 
over by the Comptroller, who is in charge of the Budget, the diffeionces of 
opmion are taken up, increases and decreases arc made and, on the first of 
the month, the established Budget is passed to each department head. 

We have really put five men into a business of their own, telling them 
what the results of their next month’s activities should be, together with the 
amount of money they may spend to produce these results. The Sales 
Manager is told how much in ordera he is expected to get to keep the plant 
running; the Factory Superintendent, how much goods he must get out and 
how much accounts receivable he must create to provide the funds neoea- 
saiy m the following month; the Purchasing Agent, how much material is 
necessary to keep a weU balanced mventory and take care of the plans of 
the Sales Department; the Advertising Department and Administration, 
how much money they may spend in carrying out these plans 

We give our executives a daily picture of our individual departments and 
of the entire business. In the Comptroller’s office we have a flat box, 2 
inches deep, 24 inches wide, and 50 inches long, hanging on the wall. This 
18 divided mto two halves by hinges, with a latch and lock, which, when 
opened, shows a senes of clocks, draftman’s copies of which ore given 
herewith, as well as a drawing of the box. 
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A, B, C, D and E aie on the left Each clock has two hands The red 
hand is pointed at the budget allowance, remaining stationary for the entire 
month The black one is daily set at the amount of money spent by each 
department to and including the date shown on the daily calendar which is 
at the middle top of the second section Theie are cucles F and G which 
are somewhat larger in diameter than the circles on the left The current 
month IS put under the calendar and tins is the only change necessary in the 



box monthly Undei this is F which has three hands, the first being a small 
black hand the pomt of which reaches to the inner circle only. This small 
black hand shows the total of the five black hands on the clocks A, B,C, D 
and E and indicates the total money spent by the whole business up to the 
date shown on the calendar The last is a large led hand and shows the 
sales for the same month in the prior year as shown by the dato of the cal- 
endar. To distinguish hands we have “1921" pamted on the red one and 
“1922” on the black. 

In addition, we have a pointer which points to the total sales of the 
corresponding month of the previous year Circle 0, orders, has only two 
hands The black hand records the total orders received this month to date 
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and the red hand shows the same for the prior year. It also has a pointer 
which shows the total received for the same month of the prior year, similar 
to circle F. 

Now then, what does one see when looking at this apparatus set for a 
day? Circles A, B, C, D and E show the total money budgeted foi each 
department, by the red hand, and the total spent, by the black hand, they 
also show the lomainder and the rate at wluch the department xs going. 

Circle F shows total sales for the corresponding month of the pnor year 



and the sales to date foi the month, both current and prior years. It also 
shows the total money spent to date m the cun-ent month, cm rent year 

Circle G shows the total orders received m the corresponding month of 
the previous year and the oiders received to date, both prior and current 
year, for the month. 

[Orders, as referred to in circle 0, mean all orders received from salesmen 
direct and through the mail. Sales, referred to in circle F, mean shipments 
of completed goods from our faotoiy. — ^Prom a lottei sent to the author by 
the company.) 

A fairly complete picture — almost a daily profit and loss statement, 
excepting inventory changes onlyl This system has the big advantage of 
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Bhowing a picture, in place of figures, of what each executive should know, 
and it IS especially valuable where there are executives who will not and 
cannot read figures and monthly operating statements. It will warn you, 
much faster than your montUy operating statement, of danger ahead, 
irregularities in your business and violent fluctuations. It forces the 
Comptroller to stay right up to the minute. 

We set these clocks once a day, about 10 30 A M., for the prior day. 
This helps in keeping everybody mterested — on their toesi Wo give our 
Budget its share of the credit for having made a profit in 1921.'o 


See the chart of business activity on page 329 to understand why this record 
was an accomplishment. 



Chaptbe XXVI 


MANAGEMENT OF INCOME 

Forms of income. — Ordinarily, three sources of regular 
income are available for large companies; and perhaps, too, 
these three sources are of the same relative importance for 
small compamcs. They are: (1) revenue from regular oper- 
ations, (2) revenue from outside operations, and (3) income 
from investments. In reporting income, these three sources 
should be treated separately, in order that the managers may 
know just what the financial condition is. 

We shall consider these three sources, beginning with the 
one which for an operating company is the least important, 
namely, income from investments. 

Income from investments. — Investments are of two kinds: 
one kind holds funds temporarily, while the other represents 
control over subsidiaries and is therefore permanent. 

Temporary investment of funds. — American companies 
generally do not seem to think it wise to accumulate funds 
for various contingencies, such as for dividend equalization, 
insurance, and the hke.^ 


^ Tho giowth in marketable secunties appoanng on the balance sheets of 
corporations from 1925 to 1920 showed that for a tune the tendency was to 
accumulate funds The change was undoubtedly due to the new era in Ameri- 
can business, followmg the post war period of readjustment Efficiency m 
production and distiibution was greatly increased by the application of scientiSc 
methods of oiganization and control This development led to mcicased eain- 
mgs and to an accumulation of available working capital in many instances 
beyond the needs of the busmess Higher earnings resulted m rising security 
pnees; this tendency later developed into an inflationary movement The 
upwaid stock market trend over a penod of four yeais (1926 to 1929) undoubt- 
edly was the moat important mfluance woikmg toward expansion in the 
amounts of marketable securities owned by corporations Perhaps, too, there 
was a reluctance to turn profits ovei to owners in whose hands they would be 
subject to additional taxation. An exammation of the balance sheets of several 
groups of mdustnal companies, presented in tho “ Census of American Corpora- 
tions," a Works Progress Administration project sponsored by the Secuiities 
and Exchange Commission, revealed a dechne in the value of marketable 
seounties from 1934 to 1937 


621 
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Against maintenance of funds to meet contingencies for 
which reserves are created, there is always the aigument 
that funds invested directly in earning assets yield so much 
more than when invested in securities of other companies 
that the risk involved in the contingencies should be obviated, 
if possible, by very careful management instead of by tying 
up fimds. This argument leads to the next, that if the 
business cannot profitably use accumulating funds, it should 
turn them over to the stockholders as dividends, so that each 
may invest the funds as he sees fit. At any rate, this practice 
prevents the mampulation that might arise if directors 
invested funds in various other corporate enterprises; it 
likewise keeps the attention of the officers on their own 
business problems and off investment problems.® 

The vicissitudes of busmess have taught business men 
that if their companies are to stand firmly through a business 
depression and to maintain regular payments of dividends, 
they must conserve Iheir earnings by creating ample reserves 
and by permitting the surplus to accumulate. Where such 
a conservative pohcy is adopted, the problem arises of invest- 
ing the funds that represent savings for future contingencies. 

The determination of an investment policy requires an 
imderstanding of sound investment principles and an analy- 
tical knowledge of the securities available for purchase. The 
principles of investment can be discussed but briefly here.® 
The corporation should look for securities which offer income 
combined with safety and which have a high degree of market- 
ability. In general, it may be said that a company ought 
not to pay more for its funds than it can earn with them. 
Thus, if a fund is being accumulated to meet a maturing 
obligation, it should yield sufficient income to pay at least 
the interest on the obligation; else it would be wise to antici- 
pate the maturity by negotiating for the investment of the 
fund in the obligation itself. 

Diversification is one of the first principles of investment 
to be applied by the investors of the company’s funds as a 
means of minimizing the investment risk. It should be made 
on the basis of types of securities, types of businesses and 

“ See page 467 

’See Rdph E Badger, “Inveatment Principles and Practices”; Chamber- 
lain and Edwards, "The Principles of Bond Investment"; David P. Jordan, 
“Investments”; W. E. Lagerquist, “Investment Analysis.” 
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industries, maturity dates, and houses of issue In applying 
these methods of diversification, the investor must be able 
to analyze the needs of his particular firm and the quahty 
of the securities available. 

In diversifying maturity dates of principal and income 
payments, the corporate investor wiU have in mind the cash 
requirements of the business. Thus, if funds wiU be needed 
at a certain time to redeem a certain amount of outstanding 
bonds, an mvestment in bonds that will permit the recovery 
of principal at or about that time would be advisable. When 
the principal payments are received, the corporation has 
immediate need for the funds and does not have to seek 
another investment for them. 

The investor of the corporate funds may select securities 
that represent excellent diversification on the bases men- 
tioned, but if he fills up his portfolio with securities that 
originate in a single mvestment house, he may defeat the 
purpose of his selection; for, if the originating house should 
get into financial dijBfioulties, there is danger that many of 
the issues which it has sponsored will fall in value. 

Diversification will be attained if those responsible for 
the investments arrive at* an investment unit, that is, the 
amount which should be placed in any one security, and then 
apply that unit to all purchases. Thus, if the program which 
a corporation has for building up its investments in marketable 
securities calls for the creation of an ultimate fund of $3,500,- 
000 through annual investments of a part of the earnings 
equal to 1500,000, it may apply a 2 per cent investment 
unit and purchase not more than $10,000 of any one 
security. 

Investments in subsidiary companies. — Income derived 
from the stocks and bonds of subsidiaries must be watched 
carefully. Whatever the income is, it must be examined 
at the source; the subsidiaries must be shown to be earning 
the income. Such questions as the following may be asked 
in respect to the subsidiaries: does the income flow from true 
earnings or does it arise from revaluations of assets or from 
sales of assets; before arriving at the amount of net income 
available for dividends, has the company made adequate 
allowance for the maintenance of its property; has the com- 
pany followed those rules laid down in anotW chapter of 
this book, respecting dividend policies; is the company going 
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to need cash for meeting forthcoming maturities of funded 
indebtedness?^ 

Revenue from outside operations. — ^What constitutes out- 
side operations depends very largely on the nature of the 
business. A railroad company may own oil properties, as did 
the Southern Pacific, or grain elevators, or a summer resort. 
In order that the railroad operations of a company may be 
compared with those of other railroads it is necessary that 
these outside sources of revenue be reported separately.® 

However, a company like the American Can Company 
may start out with one hne of business, and gradually take 
on side lines till the revenues® from those sources become as 
important as or more important than the revenue from the 
origmal product. Where it is possible — and there appears 
to be no good reason why it is not always possible — ^the 
accounts should be so kept that the company may ascertain 
the profits on its different lines and thus eliminate those that 
either do not pay or that divert too much attention from 
the profitable hnes. It is surprising to one who examines 
actual cases, to observe how frequently sentiment, inertia, 
pride, and other purely personal elements are permitted to 
reduce the economic efiBciency of business enterprises. The 
failure of H. B. Claflin Company in 1914 is a good example 
of the effect of pride in sustaining the existence of losing 
ventures. Had the management of this company given up 
the wholesale and jobbing business and gone into the retail 
chain store busmess exclusively, the name of Claflin might 
still be seen among the names of old successful houses. 

In reporting income from outside sources, it is preferable to 
state the gross revenue, the operating costs, and, where pos- 

* In connection with income from mvestments, one should examine carefully 
the schedule of mvestments and make careful analysis of book values and present 
market values of the separate issues held These values should also be checked 
up with valuations determined by oapitahzmg the earnings of the subsidiaries 

’ Under the Commodities Clause of the amendment of 1906 to the Interstate 
Commerce Commission Act, railroads may not hold coal or oil properties 
In 1920, the Pacific Oil Co. was formed to take over the Southern Pacific’s 
oil properties. 

‘ The careful reader will have noticed the use of the words "revenue” and 
"income” — ^words that are popularly used synonymously. Technical usage 
sanctioned by the accounting rules of the Interstate Commerce Commission, 
reserves the word “revenue” to indicate those inflows of funds which are 
accompamed by regular outflows of funds, or costs, while "income” is used 
for on mfiow without correlative outgo. Thus, we have revenue from oper- 
.ations and mcome from investments. 



MANAGEMENT OF INCOME 


625 


sible, even the fixed charges connected with the several opera- 
tions, rather than to report simply the net income.^ 

Revenue from operations. — Three main topics and one 
subordinate topic must be considered in connection with 
opciating revenue. These are. (1) size of revenue in relation 
to capital used, (2) steadiness of revenue, (3) increases in 
revenue in relation to operating expenses, and (4) relation of 
revenue to cash inflow and outflow.® 

Size of revenue. — In studying the size of revenue, two 
questions must be considered; (1) the relation of the gross 
revenue to the amount of invested capital, and (2) the rela- 
tion of gross revenue to the possible amount of revenue that 
a well-managed concern might obtain. 

Relation of revenue to capital. — By studying the very 
best-managed concerns, we can ascertain what portion of 
revenues is likely to be consumed by operating expenses, and 
we can therefore tell about how much gross revenue should 
be obtained by a concern in order that, after the percentage 
for operating expenses is deducted, we may have a net revenue 
sufficient in size to pay a fair return on the amount of funds 
invested in the business. 

In the electric light and power field, for example, it is felt 
that there should be S5 of investment for $1 of gross revenues; 
that IS, annual gross revenues should be about one-fifth as 
lar^ as the amount invested in plant and equipment. 

Examples of relation of revenue to investment. — ^The ratio 
of operating expenses to operating revenues of a steam power 
plant is between 60 and 70 per cent. If a company has an 
operating ratio of 66 per cent, then sixty-five cents of every 
dollar of revenue goes to expenses, leaving thirty-five cents to 
compensate for invested capital. Thirty-five cents is 7 per 
cent of the $5 of investment required to earn the $1 of gross 
revenue. In the case of hydro-electrics, the operating ratio 
is not so high — say about 40 to 60 per cent. Therefore, 
from forty to sixty cents of every dollar of gross revenue 
IS available as a return on investment. This forty to sixty 

’’ Of course, where reports aie to go to the general public, there may bo 
an objection to giving the results of operations in such great detail that com- 
petitors are given an ^vantage We have in mind here generally, when speak- 
mg of reports, those furnished direotois and officers to promote financial 
control, and m such reports, of course, enough information must be given to 
connect up given results with possible causes 

’ See the chapters on working capital for a discussion of the fourth topic- 
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cents IS a fair return on an investment of from S6 to $8, and 
it IS reasonable to say, therefore, that m the case of hydro- 
electrics, annual gross revenue should be from about one- 
sixth to one-eighth of the total investment.® 

In mercantile and other corporations the relation of gross 
revenue to investment depends so much on the nature of the 
business that standard units for comparison cannot be given. 

One of the simplest illustrations of this principle of the 
relation of gross revenue to total investment is the phrase 
contained in real estate advertisements found in metropolitan 
newspapers for indicating that the price of property is low 
"only four times the rents.” Now the rents represent the 
gross revenue of a large apartment or tenement house, and 
the price is therefore considered low because it is only four 
times the gross revenue. We may give the following figures 
to show how such a relationship would work out: 

Cost of property . ... $240,000 

Rents . . . . $60,000 


Taxes 

$ 5,000 

Repaus 

12,000 

Insurance 

. 1,000 

Heat 

2,000 

Water and light 

1,600 

Janitor 

1,600 

Vacancies 

1,000 24,000 

Net Rent 

$36,000 


Rate of Return . . , 15 % 

In all cases, however, whatever may be the nature of the 
business, the ratio of gross revenue to total investment over 
a number of years should be examined carefully, and where 
possible, this ratio should be compared with the same ratio 
of other companies. As to the former comparison, merely 
a word of warning is necessary. In using figures for the total 
investment, care must be exercised to include only used and 
useful property and to see that proper deductions are made 
for depreciation. When these calculations are properly 
made, the results should be significant in showing (1) whether 
the company is carrying too great an amount of fixed assets, 
and (2) whether the company’s gross revenues are large 
enough to support the plant. More exact information on 


» See 7. B A, of A BvJMnn (Investment Bankers Assoeiation of Amenea), 
October 18, 1916 
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these questions will be obtained if the corresponding ratios for 
other companies can be used for making comparisons.^® 

Saturation of territory. — ^We turn now to the second part 
of the problem of the size of gross revenues: the relation of 
gross revenues to the possible amount of revenue that a well- 
managed concern might obtam. In considering the possible 
amount of revenues, wc must draw attention to the principle 
known in the utilities field as “saturation of territory.” By 
apphcation of this principle it is possible to determine just 
what is the normal demand of the public for a given com- 
modity or service and to ascertain (1) whether the demand 
is really there or whether it should be stimulated, and (2) 
whether the enterprise under consideration is supplying its 
share of the public demand. The former problem is one for 
a market analyst, and the latter has to do with the size of the 
competitive plants engaged m supplying a given demand. 
The methods used in solving the former problem were well 
illustrated under the subject of promotion. 

The price factor. — Gross revenue, however, depends not 
only on supply but also on the price at which the demand 
can be kept ahve. The problem of fixing the price low 
enough to attract buyers but still high enough to yield the 
maximum aggregate return, is a question usually left to those 
in charge of the marketing function — the sales department, 
But the marketing department is interested primarily in 
“making a good showing” by increasing the total revenues, 
or “sales”; these aims of the sales department may defeat the 

“ Some attempt has been mode at quantitative analysis of pioblems such 
as the one given abovo See, for example, J H Bliss, “ITinancial and Opoiating 
Ratios m Management", Wall & Duiung, “Ratio ^alysis of Financial State- 
ments ” Infoimation as to typical ratios appears fioquently m Dun’s Remew, 
published by Dun & Bradstieet, Inc See also the publications of the National 
Association of Cost Accountants, of the ControUera’ Congress of the National 
Retail Diy Groods Association, and of the Bureaus of Busmess Reseaich of 
Haivard, Illinois, New Yoii, and North's estom Universities Valuable 
mformation on latios ■will also be foimd in tho “Census of American Listed 
Oorpoiations,” a Woiks Frogiess Adnuiiistiation project, sponsoied by the 
Securities and Exchange Commission Ratios foi particulai companies ra the 
groups studied arc piesentcd for a series of years beginning with 1934, as well 
as other selected infoimation 

See Chaploi II See, m public uUhty field, F W Doolittle, “Studies in 
Cost, Uibaii Transportation Service,” Chaptei XX; G. P Watkins and L. H 
Lubaisky, “Consumption of Gas as ASected by Population,” in Journal of 
Amcatcan Statistical Association, Vol XV, page 406; Public Service Commission’s 
Report, First Department, N Y., 1910. For industrials, see “Crain’s Market 
Data Book and Directory,” 
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purposes of the production department, which is concerned 
primarily with the diminution of the cost of production per 
unit of output. The marketing and the production depart- 
ments therefore should be required to supply the financial or 
executive department with a schedule of estimated sales and 
costs, based on various scales of products that are likely to be 
produced and sold, and the ultimate decision of price should 
then be left to the financial or executive department, whoso 
interest is not in how big the gross revenues shall be or how 
small the operating expenses per unit of output can be made, 
but in how these two problems can be reconciled to the com- 
pany’s ultimate advantage in the form of large profits. 

The problem of the finance department in fixing price. — 
Since this problem of arbitratmg between the marketing and 
the producing departments is one for the financial department 
to solve, we may analyze it somewhat more carefully; this 
analysis can best be carried out with the aid of a diagram, 
which, though it may seem somewhat complicated, will soon 
make the matter quite clear. 

In the diagram on page 529, the distance between the 
two horizontal lines AB and CD represents the normal cost 
of producing a umt of output. (We mean by normal cost, 
for the sake of this argument, the cost of producing the unit 
imder the average conditions to which the shop is accus- 
tomed.) CE represents the hne of selling prices, and thus 
the distance between this oblique line and the horizontal 
line CD represents the margin for selling costs and profits. 
The next step is to mark off downwards to G, K, M, 0, and 
Q from the oblique line at the top of the diagram the cost of 
selling per umt at the different prices indicated by the points 
F, H, L, N, and P. Thus, if the price is fixed at F, the cost 
of selling per unit wiU be FG] if fixed at H, the cost of selling 
will be HK; and so on. The distances between the horizontal 
line CD, and the irregular curved line G, K, M, 0, and Q, 
therefore represent the profit per unit. It will be noted 
that as the price increases, the cost of selling increases until 
a point P is reached, where the cost of selling oats up all the 
profit. Now the tendency of the sales department is to 
increase prices and to pay higher commissions to a decreasing 
number of higher grade salesmen. To be sure, this tendency 
does not always prevail, and where it does not, the aims of 
the marketing and producing departments will not be in 
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conflict. But we are considering here the problem involved 
when this tendency of the sales department does exist. We 
must now direct our attention to the other part of the diagram. 
The line ET represents the base, from which we will mark off 
toward the right the number of units of products sold. 
Thus, if the price is fixed at N — a very high price — the 
number of units sold will be very small, as represented by the 
distance from RT to O'N'. Since, then, the distance from 



Relation of Price to Quantity of Production, and of Quantity of Production 
to Cost of Production, and the Relation of All Factors 
to Profits 


O' to N' represents the profit per unit at this price, and the 
distance SN' represents the number of umts sold, the rectangle 
SO' will represent the total profit of the business if the price 
is fixed at N. Suppose the price is fixed at L; we will sell 
more articles and consequently will be able to produce them 
at a slightly lower price, the reduction in cost being repre- 
sented by the distance SV. In this case , then, the total profits 
will be XJM'. Likewise, when the price is fixed at H, the profits 
will be VK') and when it is fixed at F, they will be WG'. 
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The problem of the finance department is, then, to study 
the results of operations and sales in order to make the 
rectangles of profits as large as possible.^® 

Advantages of steady revenues. — We have been consider- 
ing size of revenues; no less important is steadiness of reve- 
nues. It would seem that the advantages of a steady inflow 
of revenues are too obvious to need elucidation. Still, there 
may be some advantages which the busmess man will overlook. 

1. In the first place, stability of gross revenues expands 
the amount of busmess that can safely be done on loaned 
capital. This point was explained in the chapter dealing 
with tradmg on the equity.^® 

2. Steady revenues pernait the enterprise to maintain its 
organization. If it coats $500 to hire and train a salesman 
and $100 to hire and train laborers, one can see what a 
tremendous loss concerns incur, aside from loss of productiv- 
ity, in discharging a thousand unnecessary employees. 

3. Steady business permits a concern to plan ahead care- 
fully and to control its performance efficiently. Rush orders 
generally are not profitable. 

4. Steady revenues make ultimately for steady dividends. 

5. Steady revenues obviate some of the causes of manipu- 
lation, since they make fluctuations in stock values reflect 
unevenness m management. 

“ The diagram and the accompanying argumems, with a few changes and 
refinemonts, arc taJceii from H L. Gantt, “Industiial Leadership,’' pages 111 
ei aeq See Walter Bautonstiaucb, “The Successful Contiol of Piofits,’’ 
pages 128 et seq , for a discussion of the detcniimation of the increase in sales 
required to balance the effect of a given reduction in selling price, and for charts 
illustratmg the prmciples expounded 

See page 187 

The author has always msisted that tho problem of labor turnover is 
almost always a financial one. Those who have made a practice of reading 
economic hteiatuie will recall that in 1916, and the yeais succeeding, many 
complamts were made by busmess men on the subject of labor tuinovei. The 
fact was that prices weio gomg up largely because the supply of money was 
mcreasmg and the wage earners were entitled to increased wages foi that 
reason Some employeis weie not wilhng to grant the raise voluntarily and 
paid for their shoilsightedness bv having to stand the loss of a heavy labor 
turnover. On the other hand, as pnees come down and deflation sots m, tlie 
employer resorts to labor tumovei to reduce labor costs. If laborers do not 
accept a wage reduction, they are discharged and others are employed at a 
lower wage The laboreis who accept tho wage reduetion will in tho long run 
probably be better off, since they will avoid tho loss of unemployment Labor 
turnover has inoieased in impoitancc with the passage of Federal and State 
unemployment msuranoe laws In most States, a reduction in the annual con- 
tnbution rate, which applies to total remuneration of employees, will be allowed 
to employeis with good employment records, and penalty rates will be imposed 
upon those with poor records. ^See notes to table on page 174 
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6. Steadiness of revenues in every enterprise is more or 
less tied up with steadiness in the level of prices. Since, on 
the whole, society benefits from a steady level of prices, 
everything possible should be done to maintain such a level.'® 
What makes for stability of gross revenues. — Stability of 
gross revenues will ordinarily be the result of one or more 
of four elements: (1) nature of business, (2) size of business, 
(3) possession of a monopoly, and (4) good management. 

Nature of business in relation to gross revenues. — It is a 
notable fact that enterprises deahng in basic commodities and 
services have moic stable revenues than those dealing in lux- 
uries. Pubhc utiUties, for example, have more stable reve- 
nues than railroads, since the former mmister to the public’s 

H Withers, “Business of Finance”’ “There can be no question that using 
prices stimulate industiy, while fallmg puces discourage it Bismg pnees put 
money into the pockets of produccis and those who are icsponsible for keep- 
ing the wheels of industry spinning, and they take it out of the pockets of the 
rentiei class living on the interest of saved oi inherited money Between 
these two classes there is no doubt as to the inteicst ot wluch should be encour- 
aged fiom the point of view of human piogress But we have to lemembei 
that the lontioi class, though not apparently as useful as tho active pioducei 
who is putting all his energy into making goods for oui consumption, is nevei> 
tholcss essential to tho piogicss of mdustry Theie is another highly 
impoitant consideration nttaolung to thia question of a goneial use in prices 
produced by ouireney inflation, and that is tho fact that cxpoiience shows 
that the movement of wages does not as a lule keep pace with the movement 
of prices, but lags behind them, usually by an interval of three to six months. 
As long ns this is tiiio, lalling prices aie an advantage to tho working classes 
and rising puces aie against thorn, and so using puces tend to produce dis- 
satisfaction and iiidustual uniest It is possible that, as tho oigani/ation 
and oduealion of the working classes piogicss, they may be able to eoiioct 
this tendency lor wages to lag behind puces when prices aio moving upwards 
But, as things nio, the fact that using puces, if continued too fai and too long, 
tend to check accumulation and to pioduce mdustual umest, is a very sciioiis 
drawback to put on the other side of the account as agamat the cncouiagcment 
that they give to the energetic producei and to those who benefit from the 
extra profits produced by higher prices 

“This being so, the ideal to be aimed at would seem to be steadiness in 
prices, m other words, it is the business of finance to consider whother it 
cannot regulate the gencial level of puces by somehow maintaming more or 
less constant equihbrium between the pioduction of goods and the creation of 
currency " 

See also L, D. Edic, “The Stabilization of Business”, also “Busmess Cycles 
and Unemployment Bcpoit and Becommendations of a Committee of the 
President’s Conference on Unemployment ” 

The author is not convinced that leasonable fluctuations in the puce level 
do not make for social progress. The aigumcnt is too long to be given hero. 
It follows, m general form, the principle oT the survival of the fittest 

It is true, foi example, that mci easing puces mjuie those with fllxcd 
moomes — 'but not the alert ones who at such times evohango their bondholdmgs 
for stockholdings Of couise large mstitutions like msurance compomes and 
heavily endowed eleemosynary institutions cannot readily make the exchange. 
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basic needs, whereas the latter are dependent on general 
business conditions and on such variable conditions as those 
represented by the size of the crops. In a severe depression, 
industries supplying durable and producers’ goods suffer 
heavier losses than industries supplying non-durable and 
consumers’ goods. ““ 

Effect of size of business on gross revenues. — Perhaps in 
more ways than one, mere size of business has a salutary effect 
in keeping revenues steady. The fact that large-scale pro- 
duction ordinal ily makes for larger profits by reducing the 
cost per unit of output, has for a corollary the fact that large- 
scale production makes for steady gross revenues, since the 
lowness of the cost will permit relatively low prices and thus 
tend to make the article a common necessity. Moreover, 
enterprises characterized by large-scale production, up to a 
certain point at least, have a wide margin of profit when 
compared with smaller concerns, and can stand a reduction 
in price without closing down operations. Also, large con- 
cerns can absorb price changes in the basic raw material 
without reflecting them in the prices of their products. They 
have the means to carry temporary losses and also to purchase 
basic commodities in advance of price increases. “ 

Effect of a monopoly on gross revenues. — Other things 
being equal, a concern that enjoys a monopoly will have a 
more steady revenue than one that is subject to the vicissi- 
tudes of a competitive regime. The reasons for this are 
too obvious to require exposition. But a word of warning is 
necessary. It has frequently been demonstrated that where 
competition is imminent, the cost of maintaunng a monopoly 
may be so great as to be practically ruinous This situation, 
for example, occurred years ago m the cordage busmess.'® 

It" For slatistioal proof of this statement, see W. L Crum, “Corporate 
Earning Power m the Current Depression,” Harvard Reseaioh Studies in 
Busmess, 1935 

“ See H S Dennison in "The Stabilization of Busmess,” by L D Edie; 
Crum, “Effect of Size on Corporate Eaimngs and Condition” (Harvard 
Reseaioh Studies in Busmess, 1934); S Fabricant, “Fiofits, liOssos, and Busi- 
'noss Assets, 1929-1934," National Bureau ot Economic Rosoaroh, Bulletin 66 

^ This statement is not necessarily to bo used as the basis of the following 
arguments monopohes moke for sto^y revenues, steady levcnues are good; 
thereloio monopolies — State oi otherwise — are good The fallacy is that 
the steady revenue is good for the particular busmess, wheieas the conclu- 
sion derived above assumes that whatever is good for the individual is good 
for the whole A concern that has a monopoly, though it may be able to main- 
tain a steady level of puces, may be very unprogiessive 

Bee A. S. Dewing, “Corporate Promotions and il^rganizations,” p. 140. 
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Kinds of monopoly. — There are several kinds of monopoly, 
each of which has a different basis and a different effect on 
revenues: 

1. Patents. — A patent enjoys a legalized monopoly for 
seventeen years, but is likely to be superseded by another 
patent of greater value.^® 

2. Copyiights. — Copyrights on literary and art produc- 
tions may furmsh the basis of a steady flow of revenue, but 
the market for them is usually limited. The large and steady 
sale of correspondence courses, for example, cannot be 
attributed to any special ment of the literature they contain 
— and this statement is not intended to belittle their values — 
but is attributable to the efldciency of the service and to 
marketing organizations. 

3. Control of raw materials. — Since a monopoly which 
controls raw materials is generally illegal, this form of monop- 
oly can hardly be considered of importance. But sometimes 
the supply of raw material — ^for example, suitable sand for 
fine cut glassware — ^is very limited in a particular, favorable 
locality. In such cases the monopoly, without being illegal, 
is none the less quite real. An advantage of such a monopoly, 
if the company deals in an unusual article of trade, is that 
the business can quite safely advertise its wares, m order to 
increase the pubhc consumption, without thereby inviting com- 
petition that will profit by the publicity thus given to the wares. 

4. Limitation of sites. — Such concerns as have docking 
facilities in large metropolises have a practical monopoly 
They are, however, subject to public regulation and the rates 
charged may reduce the profits, thus in effect causing the 
concern to give up the prospect of large income for certainty 
of income.®® 

5. Large cost of reproducing plants. — Our large railroads 
have virtual monopolies, since competition — ^when abso- 
lutely unregulated — ^mvolves the risk of too large an outlay 
of capital funds. All large concerns obtain more or less 
monopolistic advantages from large capital investments. 

6. Special franchises. — A special franchise — such as one 
to use the public streets for gas pipes, electric wire conduits. 


“ See M H Avram, “Patenting and Promoting Inventions ” See, how- 
ever, onte, page 4. 

»>Se 0 Munn v State of Illmois, (1877) 04 TJ S 113, the leading case on the 
nght of the government to regulate busmess aSecang the pubhc interest. 
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or street railway tracks — ^usually grants a monopoly over 
the property concerned. No gas company, for example, 
is permitted under most pubhc utility laws to lay pipes m a 
community already served unless the price proposed cannot 
be met by the existing concern, and even then the new concern 
would have to prove quite conclusively that it could provide 
the gas at the price it proposes. Such monopolies, of course, 
make for great stability of revenues, though, as we have seen 
in the example of the elimination of hundreds of miles of 
interiuban electric railways by the extended use of the motor 
car, competition is always potential. For example, gas may 
be eliminated in some localities by the introduction of cheap 
electrical energy. 

Good management as an element in stability of reve- 
nues. — Since stability of revenues has so pauch to recommend 
it, good management will aim at stabihty for its own sake.'*^ 
This is not the place to pomt out how this aim can be cairied 
out. One example must suf&ce. A fairly small concern, 
selling its product through the mail exclusively, found a 
product that it could produce very profitably and that could 
be sold in great quantities in one season of the year. It 
hired salesmen during that season, but found that the expenses 
of hiring salesmen for the rush season and then letting them 
go were very great. It therefore looked about for other 
products that could be marketed during the ofiE seasons, and 
in this way not only increased its revenues, but made them 
more stable as a result of having a sales force through which 
it might at dull times exert continued marketing effort. 

The operating ratio. — One of the most significant financial 
statistical units is that called the “operating ratio”; that is, 
the ratio of operating expenses to operating revenues. Given 
two concerns in the same hne of business, the one with the 
lower operatmg ratio is likely to be better managed. We 
say likely, because one of the two competing concerns may 
seem to have excessive operating expenses, but may make up 
for the excess in lower fixed charges. The other concern 
may be energetic in its adoption of labor-saving devices; these 
will reduce the operating expenses but will increase the amount 
required for fixed charges or for maintaining a given rate 
of dividends. For this reason, two concerns should not be 

See the chapter on “Co-ordmation of Production and Marketing,” in 
h, X). Edie, “The Stabilization of Business." 
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given a comparative rating on the basis of their operating 
ratios alone. However, the operating ratio is an important 
unit and should always be made the basis of careful analysis 
and study. 

Fixed and variable expenses. — It is a mistake to think that 
the operating ratio is a fixed percentage and that the operat- 
ing expenses can be determined from year to year by applying 
the same percentage to the given revenues. Thus, if in one 
year the revenues are $100,000 and the operating expenses 
$60,000 — the operating ratio in that year will be 60 per cent 
— it will not foUow that in the next year, if the revenues are 
$150,000, the operating expenses will be $90,000. The fact 
IS that the operating expenses do not all vary in direct pro- 
portion to the changes in revenues, since some of the operating 
expenses are fixed, or almost fixed, and others are variable.** 

A simple example will make this point clear. One might 
think, at first blush, that the expenses of a small retail store 
would vary directly with the revenues, since the more goods 
that are sold, the more must be bought. But such items as 
rent, light, heat, insurance on fixtures, and clerk-hire are 
more or less fixed. The principle is well illustrated in the 
making and selhng of a book. The fixed costs in manufacture 
are; (1) editorial work m preparing the manusciipt for the 
printer, (2) setting the type, (3) proof reading, (4) correcting 
errors discovered while proof reading, and (5) locking the 
forms in the press. The variable costs are (1) press work, 
(2) paper, and (3) binding. Perhaps the revenues from an 
edition of one thousand books will just meet the costs — fixed 
and variable. If an edition of two thousand is run off instead 


See diagram on page 636 The following is a brief description of the 
situation as it wiU bo found in mdustiial onterprises “This fiirod expense 
in any plant usually consists of fixed administration salanos, office expenses, 
and a fixed selhng expense The selling expenses include the salaiies of the 
sales department and the usual advertising expenses to keep the product 
known, but exclude the commissions paid salesmen, which naturally vary 
in proportion to volume and hence arc not a fixed expense It (the fixed 
expense) will also include a certain proportion of the indiiect pay-roU of the 
factory, namely, that of the superintendent, the fommen who would be 
employed regardless of volume, the production department, a coitain numbei 
of storekeepers to keep the stoieiooms m condition, tool-room keepers, checkers, 
inspectors, pensions, taxes, msuiance, fiie protection, a proportion of the 
engmeenng department, a proportion of the factory fuel which is needed to 
keep the plant on a going basis, telephone chaigcs, water, depreciation, etc." 
From Vol IV, No 9, of the official pubhcation of the National Association of 
Cost Accountats. 




Total from 8 I Wyer, “Bei/idation, FaZuotwn and Depreciation ofPMie VtUitiee,’’ page 40. 
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of an edition of one thousand, on the second thousand all the 
fixed costs will be saved. Of course if a two-thousand edition 
is printed, the risk is run of not selhng the second thousand 
and of therefore losing the variable costs on that thousand. 
We have here but another example of risks offsetting chances 
of enlarged profits. 

The statements made above can be reduced to more under- 
standable form if we use a concrete though imaginary exam- 
ple. Let us suppose that the fixed costs of setting up a book 
amount to $2,000, and that the variable costs, including sell- 
ing expenses (leaving out overhead, however, since it would 
meiely serve to complicate the situation unduly), arc $2 a 
book. 

If 1,000 books are printed and sold at $5 each, the result 
will be : 

Receipts $6 , 000 

Fixed Costs $2 , 000 

Vanable Costs 2,000 4,000 


Profits $1,000 

Each book sold would yield a profit of $1. 

If, now, 2,000 books are printed and sold, the result will 
be* 

Receipts . . . . $10,000 

Fixed Costs .... $2 , 000 

Variable Costs . 4,000 6,000 


Profits $4,000 

Profits on last 1,000 . ... . $3,000 

Each book would yield a profit of $2, but it would be fair 
to regard each of the first 1,000 as yielding a $1 profit and 
each of the last 1,000 as yielding a profit of $3. If, however, 
2,000 books are printed, but only 1,000 are sold, the venture 
will result in a loss of $1,000; in other words, the concern 
must decide whether it will risk a loss of $1,000 in order to 
make the additional profit on the larger edition. 

The break-even point. — ^It must be evident that a pub- 
hsher would wish to know how many books he would have to 
sell in order to "break even.” To solve the problem on the 
basis of the facts stated above, we may assume that x equals 
the number of books to be sold at the break-even point. The 
total income will then be x multiplied by the price of each 
book, or 6a: dollars. At the break-even point, the total 
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income will just equal the total fixed and vaiiable costs, which 
aggregate will be $2,000 (fixed) plus 2x dollars (variable). 
Therefore, 

6a = 2,000 + 2a 
■B = 667 books 

We may now express this computation in the form of a 
law.®* The number of units that must be sold in order to 


Expressed as a formula 


where. 


X 


f 


p — 0 


X => number of umts to be sold 
/ = total fixed costa 
p = pnce per unit 
0 = vanable cost per umt 


The formula is a simplification of this equation pr f + ve 
A mathematical manipulation will show that tins formula agiees with that 
given by Walter Rautenstiauch in ‘‘The Successful Contiol of Piofits,” page 
109 It should be noted, however, that r in Aautcnstrauch's formula is the 
equivalent of our pr, since Rauten^mucli’s i is not the number of units sold, 
but the amount of sales, which will be the numbei of umts sold multiplied by 
the piioo 

Attention should bo called to the fact that the problem usually oontams 
another element, which turns on tho pimciplo known to the economists as 
the law of dimmishmg leturna Included in the variable costs will be the 
element of sellmg costs These aro not constant per unit It will cost tho 
publisher moio to sell the last books of an edition than to sell the first books. 
For example, if a piiblishei punts 2,000 booles, his manufactuiing costs beyond 
the fixed costs of $2,000 may bo $1 a book Wliilo his manufacturing costs for 
each of the 2,000 books will leqiam $2, his selling costs will not bo the same foi 
each of tho 2,000 books. He may be able to sell 600 books at a cost of $1 each, 
600 more at $2 each, 600 more at $3 each; and 500 more at $4 oach If under 
these conditions a publisher sold the edition of 2,000 books, his income and 
outgo would bo as follows 
Income: 

2,000 books @ S5 ... $10,000 


Costs' 


Fixed manufactuiing costs 

$2,000 

Variable manufactunng costs 

® $1 X 

2000 

2,000 

Selling costs 


600 ® $1 

600 

600 ® $2. 

1,000 

600 @ $3 

1,600 

600 @ $4 *«•*.. . 

. .. 2,000 


Profit 


$1,000 
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regain the fixed costs and pay the variable costs up to the 
break-even point — ^in other words, the number of units that 
must be sold before a profit can be earned — ^is equal to the 
fixed costs divided by the unit price minus the unit variable 
costs. 

In the above discussion it has been assumed that the 
variable costs are to a certain extent fixed ; they are fixed in 
relation to the units of production. For example, we assumed 
that the variable costs would amount to $2 per book sold. 
We know by experience, however, that the variable costs 
will vary in respect to the umt as well as in respect to the 
number of units produced and sold. For example, if enough 
paper were purchased to print 1,000 books, the cost per book 
for paper might be ten cents; if enough books were produced 
to enable the pubhsher to buy his paper in carload lots, the 
cost of paper per unit might drop to seven cents. 

The pubhsher, of course, would never care to publish 
exactly the number of books that would cause him to break 
even, for if he did, he would make no profit. He is compelled, 
therefore, to estimate the number he is likely to sell and take 
the risk of publishing that number. After his commitment 
is made, his break-even point will be equal to the sum of the 
fixed costs and the unit vanable cost times the number of 
books printed, divided by the price. 

Relation of fixed costs to fixed charges. — Fixed costs are 
in effect much like fixed charges, such as interest on bonds. 
However large or small the business is, they must be met. 
True, fixed charges are generally absolutely inelastic, while 
even insurance and taxes are likely to vary somewhat with 
the amount of business done. As to fixed costs, merely this 
statement can be made: the degree of elasticity which they 
possess, that is, the degree to which they can be varied when 
revenues increase or decrease, depends largely on the nature 
of the business and only shghtly on the management. As 
we shall see, very little can be done to increase their elasticity 
or variability; good management must resort to other expedi- 
ents to solve the problems they present. 

At any rate, the principles that are now to be discussed 
will apply to fixed operating expenses and fixed charges. 

Load factor. — ^We come, then, to a principle that has been 
sorely iieglected by economists, accountants, and finguninl 
writers in the past, and of which only the engineers seem to 



540 FINANCIAL ORGANIZATION AND MANAGEMENT 


have taken cognizance — ^the load factor.®^ The load factor is 
defined as the ratio of average demand to plant capacity. 
This ratio may be written 


Load factor = 


Average demand 
Plant capacUy 


Since the above principle is most frequently applied to 
pubhc utihties, we can relate our explanation to a hypothetical 
electric light plant. Ijct us suppose a plant is constructed 
with engines and dynamos that have a capacity of 1,000 
kilowatts; that is, if all the customers of the plant drew on its 
capacity at one time, the plant could meet their demands up 
to 1,000 kilowatts. If the plant were used at this capacity 
24 hours a day and 365 days a year, its load factor would be 
100 per cent. To put the matter very tersely, the plant would 
be earmng every minute of the year, just as the interest on 
the investment in the plant runs every minute of the year. 
If, on the other hand, the plant were almost idle a good part 
of the time, the load factor might fall as low as 25 per cent 
or less, which means that the plant would work up to only 
26 per cent of its capacity, though the interest on the invest- 
ment would continue to run continuously at top speed. And, 
as we have seen, not only would the interest run at full speed, 
but so, also, would some of the operating expenses. 

The ideal load factor. — The ideal load factor, then, is 100 
per cent. The ideal, for example, to be achieved by the book 
publisher would be to print and sell as many books as could 
be run from the type till it should be worn down.*® 


It la aurpnsing how few econoraiata seem evei to have heard the word. 
One can find articles m economic journals m which the principles of load factors 
are discussed, though the authois m some cases seem not> to know that the engi- 
neers have made extended studios of the question See ante, pages 5-10 
Sometimes the donommator, instead of being stated as the plant capacity, 
IS given as “maximum demand " While it is tiuo that usually the maximum 
demand will use the plant to capaoitv, it is better to iccogmze the fact that 
sometimes a company wdl not use its plant to capacity at any time of the year 
and that theicfore a part of the capacity is wholly wasted 

On the same prmciple — that of using up to the limit the elements than 
are included in fixed costs — we are made to realize that though oui foreign 
trade lepiesonts, for many industiics, only 10 per cent of oui output, it is 
the “last” 10 per cent; it is the pait which utihzes the othoiwise unused 
portion of our fixed costs, and is, tbeiefore, the part on which wo must roly 
for a large share of our profits. This pimciplc, too, is at the very foundation 
of the executive’s seaich for sales The last dollar of revenues is always 
the most profitable dollar, small wondci, then, that the executive goes after 
it. !From the social viewpoint, this pnnciple makes foi widei and, we beheve, 
m the long run, for more equitable diatnbution of the social product. 
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How may the ideal load factor be achieved?— The mo,n- 
agers of a business charged with the actual job of making it 
pay must give thought to this problem of increasing the load 
factor. There appear to be two main ways, theoretically, for 
accomplishing this purpose. One way is to reduce to a mini- 
mum the fixed costs — ^fixed expenses and fixed charges; the 
other IS to increase to the maximum the amount of busi- 
ness that can be done on the amount of fixed costs normally 
incurred. In practice, we shall see, the second method is 
the more important. 

Law of proportionality. — ^The first thing a manager can do 
is to proportion his costs. Thus, it would be foolish to install 
boilers and engines capable of running a 500-kilowatt dynamo 
and then to install a 300-kilowatt dynamo. True, it may 
be anticipated that within a short time more capacity will 
be needed and some present sacrifice may have to be made 
for future welfare. At any rate, the law of proportionality 
must always be considered and should be applied whenever 
possible. Let us take an illustration that everybody can 
understand — a boarding house or small hotel. Such an es- 
tablishment, let us assume, needs a minimum labor force of five 
people — a manager, a cook, a kitchen helper, a waitress, and 
a chambermaid — to take proper care of a house in which 
twelve people live. Therefore, to start a house with rooms 
for only ten people is to start off with a load factor certain 
to be less than 100 per cent. Now let us suppose that a cook 
and helper can do all the cooking for twenty-four people, a 
chambermaid can attend to the rooms of eighteen people, and 
a waitress can wait on only twelve people. If our boarding 
house accommodates twelve people, we will not get value for 
the wages paid the cook and the chambermaid. If our house 
were increased in size to hold twenty-four guests, we would do 
better. We could still manage with one cook, but we would 
have to add another waitress — ^whose full-time services would 
be utilized — and another chambermaid — only one-third of 
whose full-time services would be needed. The ideal arrange- 
ment, of course, would be a boarding house holding 72 guests, 
since for such an enterprise we could hire just the right number 
of servants to keep all employed all the time — three cooks and 
helpers, four chambermaids, and six waitresses. 

In a hotel of this size, to round out the pictuie on this point 
of fixed and variable costs, the principal fixed costs would be 
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the wages of these servants, rent, and heat; and the principal 
variable expenses would be food, hght, and laundry. 

Increasing sales easier than reducing costs. — The dis- 
cussion in the previous section may be summarized in a law 
as follows: the elements involving fixed costs must be so 
grouped in a business that the capacity of the plant wiU be 
equal to the least common multiple of the capacities of the 
several elements. 

Instead of trying to reduce fixed costs to arrive at a 
proper relationship between costs and capacity, a business 
generally finds it more engaging to increase sales. Reducing 
costs is a negative, pessimistic pohey; increasing sales is a 
positive, optimistic policy. Reducing costs means that men 
are to be "laid off ” ; increasing sales means that all operatives 
are retamed in the factories and that salesmen are paid higher 
commissions. 

Analysis of operating expenses. — ^The financial manage- 
ment of a business is mterested in the operating expenses, not 
only because the expenses provide a measure of operating 
efficiency, but also because an analysis of operating expenses 
is necessary to a proper planning of the correct methods of 
raising and using current and fixed funds, to a propdr main- 
tenance of the owneis’ mvestments in the property, and to a 
proper reporting of income and outgo to the tax authorities. 

The financial department of a business will always do well 
to classify operating expenses somewhat as follows: 

1. Taxes. The chief problem here is to order the affairs 
of the busmess in such a way as to minimize taxes. This is a 
problem for the finance department and is discussed below. 

” An analyBiB of each item in the profit and loss statement, for the puipose 
of discovering where ooireotives can be apphed in an eSoit to pioduce larger 
net profits, can be made by reduomg each item m the statement to a percentage 
of the sales and compaimg the lesults with peioentages for past poiiods To 
be sure, if m pievious yeais the volume of ^es oi the volume of pioduction 
weie difiei’ent from the ooirespondmg amounts under consideration, comparison 
of percentages will not help the analyst to leach accurate conclusions unless 
he considers the principle of fixed and variable costs previously cxplamed. 

Professor Rautenstiaueh, m his book “The Successful Contiol of Profits,” 
pages 183 et seq , points out the shortcommgs of the pioilt and loss statement, 
m itself, as a means of measurmg the results of operations, he suggests the use 
of a “unit man” as a basis for measuring perfoimance in a given industry 
and in comparing one mdustry with another. The “unit man" represents a 
man contmuously employed throughout the yeai at direct labor. For example, 
to find the factory expense per umt man per month, the monthly total of such 
expoaso would be divided by the number of unit men employed during the 
month. This latter number would be attamed by dividing the number of 
productive labor hours paid fo{ by 200, which is calculated to be the number of 
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2. Maintenance of investment. This is the cost of keeping 
aU the company’s property in complete repair and up to one 
hundred per cent of its original value. Since the finance 
department is responsible for the maintenance of the owners’ 
investment, we shall discuss this problem at length later. 

3. Cost of doing business. In a manufacturing or mercan- 
tile concern this will include cost of materials and ordinary 
labor and selling costs. Obviously, the problem here is 
one for the purchasing department, the personnel department, 
and the sales department, and cannot be discussed in this 
book. 

4. Overhead. This includes salaries of general officers, 
legal expenses, and so forth. A discussion of this is more 
appropriate in a book on management. 

Taxation as affected by operating expenses. — In this book 
we cannot go fully into the subject of taxation in relation to 
financial management, but we must call attention to the 
importance of the subject and must point out and solve some 
of the important problems 2''® 

Let us start with the general statement that however the 
item of taxes may be treated from an accounting and theoreti- 
cal, economic standpoint, taxes represent cither a regular 
periodic charge on the revenues, or an occasional and inci- 
dental charge. The latter class includes orgamzation taxes 
on newly-formed subsidiaries, and inheritance taxes on the 
transfer through death of the interests of the owners of unin- 
corporated businesses or of the shares of corporations and 
Massachusetts trusts, as well as taxes on the transfer of 
shares.®® 


productive hours per mouth which one man woiking 48 hours per week 60 
weeks m the year would have to hia ciedit If each item to be measured is 
reduced to a “umt man” basis, compausou may be made between penods and 
between busmesses 

The grooving impoitance of ta\es is reflected in the tendency of corpora- 
tions to piesent elaborate charts, tables, and analyses of tax expendituies m 
their annual reports to stockholders In view of the concern about rising taxes, 
it IS inteiestmg to note tho conclusion of G A Steiner, in lus study entitled 
“The Tax System and Industiial Development," University of Illinois Bulletin 
No. 68 (1038), “that heavy taxation has not acted as a check upon industnal 
development m poiiods of prospoiity, nor has a light tax burden noted us a 
stimulus to mdustry m depiession yeais ” 

Foi an enlightening study oi the oliaiaeter of taxes paid by various types 
of business enterpiises, soo “Survey of Taxes Paid by Business m 1938,” Dun' a 
Reoim, Apnl, 1939, and “Busmess Dnterpiise as Tax Collector and Taxpayer," 
Dun'a Remew, July, 1939 

These subjects have already been discussed See pages 87 and 171-182, 
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The principal periodic taxes are the income, franchise or 
license, and unemployment insurance taxes, Caro must be 
taken to see that taxes ai’e not incurred in localities where 
business income does not warrant the expense. For example, 
to use a very extieme case, Florida and Washington have 
placed heavy taxes on the use of trading stamps. 

Eliminating State taxes by engaging in interstate com- 
merce only. — ^The managers of a business should study very 
carefully the law of interstate commerce as it affects taxabihty 
of business operations withm States other than the State in 
which the principal office is located. 

The problem may be stated thus: A corporation desires to 
do business in most of the States of the Union. What can it 
do to minimize State franchise taxes? The answer is, under- 
take operations in such a form as to bring them under the 
United States Supreme Court rulings establishing certain prac- 
tices as acts in interstate conamerce. Since, under the Consti- 
tution, Congress has contiol over interstate commerce, the 
States cannot, through taxation, place any burden on such 
operations, for by so doing they would trespass on the Federal 
domain.®® What acts are and what acts are not included in 
interstate commerce? A company cannot "do business" 
mside a State without subjecting itself to franchise taxes. 
But it may take orders from the State and send its goods into 
the State without paying taxes for the privilege. Thus, a 
mail order business ordinarily does not subject the corporation 
to taxes in States to which letters and ciiculars are sent and 
from which orders through the mail aie received. Nor does 
a corporation lose its status as one engaged m interstate com- 
merce by sellmg through salesmen whose orders are sent to 
the home State, even though the salesmen use samples; but 
if the salesmen sell goods they carry, they will be doing busi- 
ness inside the State on behalf of the corporation. And it 
would seem that the fact that after the order is accepted the 

“ The income and franchise taxes arc defined and desciibed at length, in 
so far as they aie pcouhar to oorpoiations, in the Pientioe-Hall State and Local 
Tax Service The unemployment insurance taxes are fcieated in the Pientice- 
Hall Unemployment Insurance Servioe 

See ante, page 159. A recent decision of the Umted States Circuit Court 
of Appeals (Stone v Inteistate Natuiol Gas Co , Apr 29, 1939) hold that a 
corporation doing only mterstate commerce can be subjected to a non-dis- 
onmmatory State franchise tax. The attitude of the Umted States Supieme 
Court when it is called upon to review this case will have an important beanng 
upon the prmciples here set forth 
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goods are shipped to the salesmen to be delivered to the 
customer, does not constitute inimstate commerce.®^ 

Moreover, merely keeping an office in the State for the sole 
purpose of conducting interstate commerce does not constitute 
doing business in the State, though it comes pretty close to 
the line, and care must be taken not to go farther than merely 
maintainmg an office from which salesmen can go or to which 
customers can come to give orders to be sent to the home 
State.®® Sending goods to a warehouse in a State, from which 
warehouse goods can be sent to fill orders taken in that State, 
constitutes intrastate business for which the corporation will 
have to qualify by paying foreign corporation taxes. Installa- 
tion of goods purchased, which by its nature cannot be accom- 
plished by local workmen, is an act of interstate eommeice. 
But if the corporation installs machinery, such as a soda 
fountain, that could be installed by local workmen, it will 
bo held to be engaged in business inside the State and will 
have to pay the tax regularly imposed onforeign corporations.®* 
The income tax. — Income taxes are paid in general on net 
earnings, that is, on gross income less expenses. While no 
loyal citizen will desire to evade ]ust taxes, he must for his 
own protection minimize taxes m order to compete on a fair 
basis with other concerns in the same line of business.®^ 

The first prmciple to be followed is to charge as an expense, 
and not to the capital account, every item properly a charge 
against earnings. But several special tax problems will 
arise which cannot be solved by a knowledge of this elemen- 
tary rule of accounting. 

For the purpose of arriving at the net income which will be 
taxed, losses are deductible from income in the year in which 

Seo Eobbms v. Shelby County Taxing District, (1886) 102 & S 489: 
Pombleton v, Illinois, etc Ass’n, (1919) 289 HI 99, Loob v Star & Herald Co , 
(1919) 187 N Y App Div 175; Dunn-Salmon Co v Edwards, (1916) 68 Pa 
Super Ct 340, International Text Book Co. v Pigg, (1909) 217 U. S 91, and 
International Text Book Co. v Tone, (1917) 220 N Y. 313 See “Doing 
Interstate Business,” Prentioe-Hall Coiporation Service, pages 7000 et seq 
o* Cheney Bros Co v Massachusetts, (1918) 246 U. S 147 
As to the amount of the tax, and for othei mforraation about the tax laws 
of each State, see the Prentice-Hall State Tax Soi vice. Tho propositions stated 
m the text are suppoited by Biownmg v City of Wayoross, (1914) 233 U S 16, 
and Geneial Ry Signal Co v Commonwealth of Va , ex rcl State Corn Com , 
(1918) 246 U S 500. 

“ For the mcome and franchise tax rules m the several States, seo the 
Prenlwe-Hall State Tax Service The discussion in the text from this point 
on IS based on the rules appUcable to the Federal mcome tax. 
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they are incuired. If a loss is sustained this year and the 
amount of the loss is not deducted, the only later recourse of 
the taxpayer is to file a claim for refund. Where a loss may 
be taken in any year — ^that is, where unnecessary depreciated 
property, such as an old machine, may be sold in any year 
and thus show a realized loss in the year in which it is sold — 
it is generally better to sell the property m years when the 
company has a taxable income. It is possible, however, as 
explained below, to deduct the loss from the net income of the 
two following years. Bad debts may be written off against 
income by a reasonable addition to a reserve or by writing 
off the amount of the bad debts in the year in which they are 
ascertained to be worthless 

Wet losses or deficits. — ^If a businefis continues to operate 
during hard times, it should keep its accounts just as carefully 
as it does at any othei time, in order to be able to take full 
advantage of the loss deductions allowed by law. The 
Internal Revenue Code, as amended by the Revenue Act of 
1939, provides that, beginning with 1940, a deduction is 
allowed in computing the Federal income tax for a “net 
business operating loss ” sustained dunng the two preceding 
taxable years.’® Thus, if A sustains a net business operating 
loss amounting to SI 1,000 in his regular business for the year 
1939, and in 1940 has a net income of $5,000, he may apply 
the 1939 loss to his 1940 income and report no taxable income 
for 1940; furthermore, he may deduct the remaining $6,000 of 
his 1939 loss from 1941 net income, if any. 

Salaries and the income tax. — Individuals and partners 
pay taxes on all the profits of their respective businesses, 
whether withdrawn or left in the business. The size of the 
withdrawals of profits, whether called salaries or profits, 
will therefore not affect the liabihty for taxes But the 
question of salary policy does arise in connection with 
corporations, joint stock companies, and business trusts. 
From the standpoint of the income tax, corporations can 
afford to reduce their income as far as possible by paying 
out the highest reasonable salaries. In the case of moderate- 


’s The deduction allowed to bo carried over by Ibo 1939 Act is Tor a “net 
business oporatuig loss,” as distinguished fiom the net loss shown in the prior 
years' returns Thus, if the letum for a particular year shows gross income of 
$40,000 and deductions of $100,000, the not business operating loss to be carried 
over would not necessarily be $60,000. Oertam adjustments, too techmeal to 
be explained here, must be made. 
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sized corporations which are owned by a small number of 
people who are also its managers, the highest reasonable 
salary should be paid, provided such salaries in the hands of 
the owners are not taxable at a rate greater than that payable 
by the corporation. Since every dollar of income that mar- 
ried men receive above $20,600®® is taxed at a higher rate than 
would be payable by the corporation, ordinarily it will be 
advisable not to pay salaries to manager-owners in excess of 
$20,500, but to let the company use the earmngs and report 
on the coirespondingly larger net income.®’' 

Insurance and taxation. — ^The Federal income tax law is 
designed not to throw any special burden on those who insure 
their property. Fire insurance, casualty insurance, and other 
similar insurance premiums are deductible from the income as 
expenses. However, premiums paid by a corporation on 
the life of an employee or officer are not deductible, unless 
the premiums constitute additional reasonable compensation. 

Analysis of expenses as they affect the integrity of owners’ 
investment. — In some lines of business — those having wasting 
assets, hke timber, oil, and mmerals — the operations of the 
concern use up the owners’ assets. The assets are said to be 
depleted, and the process is called depletion Unless the 
managers of such concerns carefully withhold from revenues 
and reinvest sums equal to the value of the property exhausted 
in earning those le venues, the dividends given to the owners 
will represent in part a return of the owners’ investment. 

This sura 18 ainved at as follows A oorpoiation having a net ineome of 
$20,000 to $25,000 is taxed at 16 per cent on income over $20,000 We must 
find the amount of net mcome on which the mdividual will pay nioie than that 
rate of tax We know that the mdividual pays a noimal tax of 4 per cent 
(see page 177) The question then to determine is, what is the largest amount 
of surtax net income (the amount of net income aftei oiedit of $2,500 for a 
maincd man) that will be taxable at less than 12 pei cent? Reference to the 
statute shows that surtax net mcome m excess of $16,000 and not m excess of 
$18,000 IS subject to a surtax of 11 per cent, making a total noimal tax and sur- 
tax of 15 per cent, the next bracket of surtax net income is taxable at 13 per cent, 
making a total of 17 pei cent Thciefore the largest net income taxable at 
less than 16 per cent is $20,500 ($2,500 exemption plus $18,000) 

^ If the coiporation has no need for the earnings m its business, it may be 
advisable not to limit the salaries as mdicafcd, for the followmg leasons (1) 
coiporations improperly accumulating surplus are subject to a special surtax 
(see footnote 23 on page 179); (2) mdividualB pay the same tax on salaries as 
on dividends, the corporation, on the other hand, pays less tax as the amount 
of salanes paid mci eases, provided they are reasonable, because reasonable 
salanes are deductible as a busmess expense. In other words, if the corpora- 
tion Cannot retam its earnmgs, it is advisable to pay the highest reasonable 
salaries. 



548 FINANCIAL ORGANIZATION AND MANAGEMENT 


But even m ordinary industrial and mcicantile concerns 
the same thmg may happen, not so quickly as in the case of 
the mimng, oil, and timber companies and not so apparently, 
but for that reason all the more disastrously. Even the 
directors may not realize how the assets are being used up. 
Railroads, for example, have exhausted their assets through 
operations, because the funds have not been available to repair 
equipment, the equipment has gone on without repair till the 
disrepair has affected the service of the company, reduced its 
revenues, and brought it into the hands of a receiver. Almost 
any railroad receivership wiU reveal trouble of this kind.*® 

Theoretically, capital is self-perpetuating. A business 
that uses capital does not earn profits unless the income first 
bears the cost of maintainmg the value of the capital used 
Our problem, then, is to discover what happens to impair this 
value and what may be done to maintain it. 

Nomenclature of depreciation. — The terminology of depre- 
ciation is very complete, for the problem itself is large. Before 
we can attempt even such a limited discussion of the subject as 



Relation of Depreciation and Deterioration to Each Other and to 
Operating Efficienc7 


is in proper perspective to this book, we must define some terms 
that are frequently encountered in the litei ature of depreciation. 

Depreciation is loss of value; deterioration is loss of sub- 
stance. Operating efficiency is the ratio of present perfonn- 


The receiver of the Chicago, Rook Island & Pacific E,y. Co. in 1914-16 
wrote off 821,264,777, thus turning a suiplus of about 812,600,000 into a 
deficit of nearly $9,000,000. 
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ance to the attainable perfect performance. Let it be 
understood that there is no necessary connection between 
these terms; then much of the trouble that people have in 
understanding the whole subject will be cleared away. If we 
think of an ordinary toming car, we know that the moment 
the car is sold by the dealer, before it has been moved an inch 
from the warehouse, it has depreciated — ^usually by the amount 
of the salesman’s commission. It has lost that much value. 
From that moment on, its depreciation will depend very 
largely on its operating efficiency, though some of the depre- 
ciation may be attributable to a change of style. For 
example, if the concern that made the automobile failed and 
doubt arose as to the possibility of obtaining repair parts, the 
value of that automobile would fall perceptibly. Those who 
have had experience with cars know that they climb a hill, 
for example, or “pick up speed” best after they have run 
from five hundred to a thousand miles — in other words, after 
they have deteriorated slightly and the parts move, one upon 
the other, most readily. After the high point in efficiency is 
reached, further deterioration means loss of efficiency, and as 
we have seen, loss of value. 

The situation may be illustrated by the d i agr am on page 
648, where the heavy line represents the depreciated value of the 
ear, the light hne represents the loss of substance by deterio- 
ration, and the dotted line represents the operating efficiency. 
It will be seen, then, that merely keepmg the company’s assets 
up to 100 per cent operating 
efficiency does not mean that 
the value of the corporate 
estate is bemg maintained. 

The difference between 
depreciation and original cost 
value is called “present 
value.” When the asset loses 
enough operating efficiency to 

warrant its displacement, its 

vahip will bp “sppnTidhnnfl Graphic Representation of Important 
value will oe secononanu Used m Discussion of 

value or “junk value,’ Depreciation 

depending on whether it may 

be used for its original pur- ooiutontiy moving 

pose or whether its value arises from what may be received for 

its parts if it is junked. If it is sold as a “secondhand ” asset, 
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it will have lost utility value — that is, it will no longer be use- 
ful to the original owner, but since it may have some wear in 
it for a less prosperous or smaller concern, its total value down 
to junk value will be called "wearing value.”®® 

Those terms are more clearly indicated in the diagram 
at the foot of page 549. 

Causes of depreciation. — ^What causes depreciation? A 
number of different causes operate to dimimsh the value of 
operating capital. These causes are divided into two classes, 
physical and functional These are again divided as follows: 


I Physical 1 2 


Oidinary action of nature 
Weal and tear 


II Functional 


1 Obsolescence 

2 Accidents 

3 Inadequacy 

4. Governmental reqiuremonts 
6. Changes m price 


Can be 
foreseen 


Cannot be accurately 
foreseen 


These terms are almost self-explanatory. Illustrations 
will serve to indicate their meanings. The peehng of paint 
from the outside of a building illustrates action of nature. 
The wearing out of the rails of a railroad illustrates wear and 
tear, the chief cause of which is almost always friction. 

When an asset is superseded in use by something more 
efficient or more attractive to customers, it is said to be obso- 
lete, A concern in competition cannot afford to use such an 
asset. As a business glow's, it can ordinarily afford to use 
larger-capacity tools. Since the old tools have to be taken 
out and hence lose their pecuhar adaptability, they lose value 
suddenly — ^they become inadequate,^ When the government 
prohibited the making of spiritous liquors, the breweries 
depreciated almost to junk value. If you pay $3,000 for an 
automobile and it has a secondhand value of $2,000, and the 

“ The generic term oovermg “junk” and “secondhand” value is “lesidual 
value ” Oiigmal value, then, is equal to the sum of total depreciation and 
residual value. 

“In the piefaoe of the lepoit of J. W Kendrick on the Missouri, Kansas 
& Texas Ey , made in 1917 to the looeivei of that load, Mi, Kendrick lecalled 
“that the load was built oiigiiially as a giangcr lino, with grades cunformmg 
to the general surface of the tomtoiy tiaversod, light rails, nauow and 
undroinod bonks and cuts, light budges and no engine termmals worthy of the 
name south of and few noith of the !^d Eivor, the Texas boundary Imo The 
engines were light and mostly of antiquated design; some of better design but 
tpo light were unwisely purchased j'ust before the advent of the present 
management.” 
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maker then reduces the price of a new car to $2,500, your 
secondhand value will fall, by reason of the drop in price, to 
about $1,600. Changes in the general price levels of com- 
modities may have somewhat the same effect. 

What can be done to offset depreciation? — Three things 
can be done to offset loss of value 

1. Take care of the assets — A well-oiled automobile will 
not deteriorate and lose its efficiency as quickly as one that 
gets no care. Of course this idea can be cairied too far. If 
the care costs more than a new asset, wc may permit the asset 
to wear out quickly and may leplace it when it is worn out. 
We have been accustomed to following the latter practice in 
this country, where wages for repairs are high and machine- 
made replacements relatively cheap, whcieas in Europe, where 
labor has been cheap, the practice has been to give assets great 
care. This form of offsetting depreciation means the expendi- 
ture of present funds and is sometimes called “present 
maintenance.” 

2. Set up new assets to take the place of lost values . — The 
word of caution that is needed here is that the method of 
accounting used by the company must insure that the added 
assets (or assets that are better than old assets and that 
replace these latter) do really offset the losses of depreciation. 
■^Tiile we cannot go into a long accounting discussion, the 
problem is so important to financial management that wc may 
explain exactly how loss of value in one asset is offset by 
adding other assets. Assume that a company owns a single 
asset purchased at the beginning of the year for $1,000 and 
that through the use of this asset $300, repicsented in cash 
(making no allowance for depreciation), is made during the 
year. The capital stock is $1,000. A balance sheet at the 
end of the year may read: 


Machino 3>1,000 Stock $1,000 

Gash . . . 300 Suiplus , 300 


Now suppose a new addition is added to the machine and 
that it costs or uses up $100 of the cash. Let us suppose that 
the depreciation of the old machine amounted to $100. Now 
we know that the actual profits of this company were $200, 
for while the company made $300 ostensibly, $100 of that was 
lost in the depreciation of the machine. 

(a) The company may show the new asset on the balance 
sheet, but offset the loss incurred through depreciation by 
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setting up a corresponding account, called reserve for depre- 
ciation, on the liabilities side of the balance sheet. In this 
case the surplus is propeily $200. After these stops are taken, 
the balance sheet will appear as follov^ 

Machine 81,000 Stork 81,000 

New asset 100 Eescive 100 

Cash 200 Surplus 200 

(&) A variation of this method involves an immediate 
subtraction of the reserve fiom the asset, thus 

Machine 81,000 Stock 81,000 

Less reserve 100 Surplus 200 


900 

New asset 100 

Cash 200 

• 

This method is oven better than the one just described, in 
that it shows exactly for what asset the depreciation is being 
allowed. 

(c) Another variation of the same plan is to consider a 
certain amount of the cash, or some readily salable securities 
in which cash may be invested, as the offsetting factor of 
depreciation, instead of tho machinje. In this case the cash or 
the securities will be called a depreciation fund. Where the 
fund is used, the reseive will be set up as indicated in plan 
(o). The essential difference between this plan and the other 
plans is that this one has as its chief object the provision of 
'a definite fund with which to replace the origmal asset when 
it is used up or worn out, whereas the other plans look merely 
to the maintenance in the company of values equivalent to 
the original investment in the asset. These other plans, then, 
leave open the question of how the funds will be found to 
finance the purchase of the new asset when it is needed to 
replace the old one. The balance sheet under this plan would 
look as follows; 


Machine $1,000 Stock ,, , $1,000 

Dopieciation fund. 100 116601 vo , 100 

Gash, 200 Surplus 200 

(d) Another method is simply to write down the value of 
the original machine to its present value, that is, $900. This 
method, however, does not tell tho complete story, although 
it does serve to substitute new values for those lost by wear 



MANAGEMENT OF INCOME 5S3 

and tear. To make this point clear, let us examine the 
balance sheet. It would stand thus: 

Machine , $900 Stock . $1,000 

Cash , 300 SuipluB . 200 

If, now, we distribute a dividend to wipe out the surplus, our 
balance sheet will appear thus- 

Machine $900 Stock $1,000 

Cash 100 

Thus we come back to original assets of $1,000, but to offset 
the loss of $100 in the value of the machine we find the cash 
asset of $100 

These variations of the second method of maintaining the 
stockholders’ investment are sometimes called “deferred 
maintenance,” because instead of spending money immedi- 
ately to make good the losses of depreciation, sums of money 
equal to the depreciation are actually collected annually out 
of the earnings and invested in other assets or left m the 
company as cash. Let us be sure we understand this distinc- 
tion between “present” and “deferred” maintenance. Take 
as an example a steel rail. A train luns over it and removes 
a thin layer of steel — somewhat thicker than it would have 
been had not nature with its moisture previously oxidized 
the rail. (Thus the rail detenorates and depreciates through 
wear and tear and through the action of nature.) It is 
theoietically possible to replace the film of steel that was 
worn otf — theoretically, by “present maintenance,” we could 
keep the value in that rail. But in practice, the cost of 
putting a film of steel on the rail is prohibitive; and besides, 
as the rail wears down, to a certain point at least, we do not 
lose operating efficiency, but only substance and value. 
Hence, in place of present maintenance, through the use of a 
reserve we set apart assets to take the place of the lost value 
of the rail 


To complete the discussion and to emphasize further the distinction 
between “piesent" and “defeiicd” maintenance, wo may show how the leseivo 
appeals iii the other financial statement, the income statement Wo may 
assume that $10 was spent on repairs actually made on the machine during the 
year, and we may furthei assume that the company did a business of $1,000, 
inouirmg total opeiatmg expenses of $700 These operating expenses we break 
up as indicated in order to show the way in which the $10 is then reported 
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3. The third method of taking care of depreciation is to 
make replacements and charge them to expense . — ^Thc effect of 
this method is that instead of regarding the loss caused by 
depreciation as one of the costs of carmng money, we charge 
the replacements as a cost of earning piofits. Of course this 
plan will amply protect the assets, provided the replacements 
each year equal in value the loss by depreciation. Let us 
carry out our rail example, given above, on the basis of this 
method of offsetting depreciation. Let us assume that a 
railroad has projected ten miles of road at a cost of $20,000 a 
mile for the rails, that it builds a mile a year, and that the 
life of the rail is ten years ; also that each mile is operated as soon 
as it IS built. If now we assume that to replace the deprecia- 
tion on each rail wo set aside out of the earnings of each mile 
of road one-tenth of the value of the rail, after the ten miles 
are built we will be settmg aside one-tenth of the value of 
each mile to make good the loss on each mile, or for the ten 
miles of road we will “reserve” ten-tenths of the value of a 
mile of rail, or just the value of one mile. In the eleventh 
year, however, the first imle of rail will have to be replaced. 
Under this plan we replace that mile out of earnings, charging 
the cost to “present” maintenance and setting aside nothing 
as “defeired” maintenance. The final result will be that 
out of the earnings, wo will bring to the property each year, 
in respect to a single mile of rail, an amount equivalent to 
what the ten miles of rails lose in value through depreciation. 
Thus the value of the assets is*maintained out of earnings. 

The illustration wo have selected is a very simple one, and 
one that could hardly be dupheated in any business. How- 
ever, concerns that use this method usually install a new 
asset somewhat better than the old, in order to make certain 
that the new asset that is added each year to replace the worn 
out asset is equivalent to the lost values in all assets. Thus, 
if in the case above the old rails weighed seventy pounds to 
the yard and the rails laid in the eleventh year weighed one 
hundred pounds to the yard, there could be little question 
that the loss to all ten miles of rails during that eleventh year 


Gross Insome . , ... .... $1,000 

Opuratiats ISxpensPs, Genoral , , , ... $C0O 

erreasnt Maiiitensnos) nepiUTS . , , ' , 10 700 


‘ 800 

CDsfsnoa Maintenanos) Less Koservs tot Depismation 100 


Profits earned into surp/as $ 300 
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was being completely offset by the installation of the new 
and more expensive rail. But, after aU has been said in 
favor of this method, the fact remains that it does leave 
uncertainties as to the exact amount of values contained in 
the propel ties, which uncertainties are removed through the 
use of the reserve methods, discussed under (2)t above. 

How much must be reserved for depreciation? — The 
answer to this question is, theoretically : as much as the assets 
lose in value through all the causes operating to depreciate 
them. But in practice this answer will not do, because we 
cannot ascertain what those losses are. So we must make 
estimates. These estimates all depend more or less on the 
estimated life of the assets for which the reserve is being set 
up. Then, too, they depend on the nature of the causes of 
loss of value that operate during that estimated life. But, in 
addition, the estimates of how much should be reserved from 
year to year depend on questions of financial policy that will 
be examined m succeeding sections. Let us, then, briefly 
discuss the practical methods of ascertaimng the amounts 
that should be reserved for depreciation. 

1. Straight-hne method . — The simplest method is to reserve 
each year the same amount, this amount to be equal to the 
difference between the original value and the residual value — 
that IS, total depreciation — divided by the estimated life of 
the asset. 

2. Working-hour method . — ^The amount of depreciation 
charged under this method depends upon the number of hours 
a machine is used. The hfe of the asset is estimated on the 
basis of the total number of working hours the machine is 
capable of operating. The rate per hour to be charged for 
depreciation is the cost leas scrap value, divided by the work- 
ing hour life of the asset. The actual charge per year will 
be the number of hours the machine is used times the rate 
per hour. Thus, if a machine costs $10,500, has a scrap value 
of $600, an operating life of 40,000 working hours, and is 
used 10,000 hours m a particular year, the amount of depre- 
ciation to be charged against the machine for that year will 
be $2,500. This method of depreciation recognizes the fact 
that machinery depreciates more rapidly when operating 
at full time or overtime than when mn part time. 

3. Production method . — This method of calculating depre- 
ciation is similar to the workieg-hour method except that the 
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life of the asset is estimated as the number of units the asset 
is capable of producing. The rate per unit of product to be 
charged for depreciation is the cost less scrap value, divided 
by the total units of finished goods the machine will produce 
before it is worn out. The actual charge per year will be the 
number of units the machine has produced times the rate per 
umt. Thus, if in the example above the life of the machine 
were 40,000 units of production, the amount of depreciation 
to be charged against the machine if it produced 10,000 
units during the year would be $2,500. This method recogmzes 
that a machine wears out according to the amount of use 
given it, and is particularly apphcable to assets producing a 
uniform product. 

4. Increasing charges . — Since a new asset does not usually 
lose much value in the early years of its* use, we may spread 
the total depreciation over the life of the asset as a charge 
increasing from year to year. Just how this is done we may 
leave to the accountant, but, since the financial manager is 
very much interested in the result, we may illustrate the 
method in a rough way as follows- Suppose that the asset 
has an estimated hfe of five years and that the total deprecia- 
tion is $100. The charges will then run as follows- 

Yeai 1st 2nd Sid 4th 6th 

Proportion of $100 set 

aside hs + Hs + Hs + + Ms = 

6. Decreasing charges . — On the other hand, since the asset 
will need little repairmg, that is, little present mamteiiance, 
during the early years of its use, the earnings of those years 
can stand larger charges for deferred mamtonance. In using 
this method we simply reverse the order of the fractions, 
starting with Hb and ending with 3-15. This method is 
probably the one most frequently used, because it is con- 
servative to write down the value of the asset as quickly 
as possible; also because to make the large charges at the 
beginnmg anticipates the unforeseen causes of depreciation, 
the lesults of which we described above as functional 
depreciation.** 


« Three methods for providing a diminishing depreciation chaigc are 
described by H A Finney, in “ Principles of Accounting,” Chap. 39 Those 
include- (1) uniform rate on dimmishmg value method; (2) diminishing rates 
on cost; (3) sum of years’ digits or life-penods For an explanation, sec the 
text cited. 
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6. Methods taking into account compound interest. — Other 
methods of determining depreciation take into account the 
compounding of interest on the amounts set aside for depre- 
ciation from year to year. One of these methods is known 
as the annuity method and another as the sinking fund 
method.** 

7. Depreciation proportioned to earnings. — Some concerns 
write off arbitrary reserves proportioned to the company’s 
business. If business is good, the assets will have been much 
used and, in the rush, repairs will perhaps have been neglected; 
moreover, the earnings will stand a larger charge than they 
will in the poorer years. 

8. Appraisal method. — Under the appraisal method, an 
amount equal to the difference between the value of the 
asset as it is carried on the books at the beginning of the period 
and the value of the asset as it is found upon an actual 
appraisal at the end of the period, is charged to depreciation. 
This method has certain shortcomings. For example, during 
the early life of the asset the chai’ges will be light and as the 
asset grows older, the charges will be heavier. Another 
disadvantage is that fluctuations in market value of the asset 
may not have any bearing on the actual wear and tear 
incurred. 

9. Composite life method. — Under this method, the 
straight-line method described above is applied to the plant 
as a whole rather than to individual assets. To arrive at the 
composite life of the plant, the total depreciation is divided 
by the total of the annual strai^t-hne depreciation cal- 
culated for each item. Thus, if the total depreciation of three 
assets is $27,000 and if the yearly depreciation for asset 
A IS calculated by the straight-hne method to be $1,000, 
for B, $1,500, and for C, $2,000, the composite life of the plant 
will be found to be six years and the rate of depreciation to be 
apphed for the year, 16% per cent. This method is not in 
common use, since it is recogmzed that depreciation should 
be provided in each class of fixed assets on the basis of the 
life of that class, and not on the basis of the hfe of the com- 
posite assets. 

10. Depreciation as an arbitrary sum. — ^When an arbitrary 
sum IS charged to depreciation, the assets of a company are 

"Sec Finney, “Pnnoiples of Accounting,” Chapter 39, for an explanation 
and example of the computation employed m these methods. 
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considered as a whole, just as they are in methods 7 and 9. 
This method is another which is not frequently used, though 
occasionally the profit and loss accounts of large compames 
provide for depreciation by making a round number charge 
that appears to be an arbitrary sum. For example, the 
General Chemical Company, a constituent of the present 
Allied Chemical & Dye Corp , in 1916 and 1917 made allow- 
ances for depreciation of $1,000,000 in round numbers. 

Relation of depreciation to financial policy. — The way 
in which the method of handling depreciation reserves affects 
the questions of taxes, of rate regulation, and of dividend 
policies makes the whole problem of reserves important in the 
financial management of a concern. Heie we shall briefly 
discuss taxes and rates, but we shall leave the relation of 
reserves to dividends to the chapter on dividend policies. 

Relation of depreciation to taxes. — The Federal Income 
Tax Law permits, as it should, the deduction of deferred main- 
tenance from earnings before reporting the net income on 
which the tax must be paid. However, taxpayers claiming 
depreciation deductions are required by the Treasury Depart- 
ment to substantiate all deductions claimed. Moreover, 
the offense of deducting excessive depreciation carries its 
own penalty upon a sale of the asset. For example, suppose, 
to save taxes, a $100 asset is written off at the rate of |20 
a year and is sold at the end of the third year for |90. The 
total depreciation charged against the asset at the time of 
the sale will be $60, making its ‘'present value" at the time 
of the sale $40. Since the asset was sold for $90, the profit 
on the sale wiU be $50 and this amount will have to be included 
m the taxable net income. 

Relation of depreciation to rate regulation. — Most of the 
English-speaking communities now observe the principle that 
certain properties are so closely tied up with the public interest 
that the products or the service they produce should be sold at 
prices sufficient to yield no profit other than a fair return on 
the investment. If prices charged for the product or service 
are higher, the public is paying too much; if prices are lower, 
the investment wiU not receive a fair return; in the latter case 
it will practically be confiscated for public use. Moreover, a 
return that is not fair discourages further investment. 

In nearly aU discussions of what is a fair rate for public 
utilities to charge for their services, the question of deprecia- 
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tion arises. From the standpoint of the public, if the depre- 
ciation allowances are too large, the rates will be higher than 
they should be. From the standpomt of the owners, if the 
depreciation allowances are inadequate, the rates will not be 
high enough to pay a fair return, for no return is fair that does 
not pernut the investment to be fully maintained out of 
earnings.^^ 


“ For a typical discussion, see C W Gerstenberg, “ Matenals of Corporaf 
tion Finance,” pages 825 et seg, and R H Whitten, "Valuation of Public 
Service Coiporations,” Chapters XVII-XX See also P M Berkson, "Excess 
Depreciation Roseive and Rate Contiol,” 36 Columbia Law Renew 250 (1936) 



Chapter XXVII 

SUEPLUS AND DIVIDEND POLICIES 

Legal rules governing payment of dividends. — The law m 
this country is that dividends cannot be paid if the capital has 
been impaired.^ This means, in effect, that the balance sheet 
must show a surplus and not a deficit. In England the test is 
current earnings; in other words, the income statement of the 
year is the guide.® 

Where a dividend impairing capital has been illegally 
declaied, the corporation cannot recover it from a stockholder 
who has received it in good faith unless the deficit created is 
greater than the outstanding stock. In the latter case the 
company actually becomes insolvent in the sense that its 
assets are less than its true liabilities, and the rights of 
creditors are affected ® Where a dividend has been discovered 
to be illegal, it is better for the company to formally rescind 
the dividend and make a peremptory demand on the stock- 
holders for its return. In this event the dividend will not 
be taxable under the Federal law as income to the stock- 
holder. If, however, the stockholder voluntarily returns it, 
he may be required to include it in his gross income on which 
normal and surtaxes are imposed.^ 

Rights of stockholders to compel a dividend. — The right to 
declare a dividend belongs primarily to the directois. We get 
a clear view of this subject if we assume that dividends are a 
goal to be reached by stockholders after two hurdles have been 


^ This rule must be modified ivhen applied to coiporations with wasting 
assets, foi example, corpoiations engaged in the exploitation of such assets 
as mines, oil wells, timber, and the hke. The capital ot such corporations 
must oi necessity bo impaiied m the piocess of making profits 

* See C F, Schlatter, "Payments of Dividends Before Restoring Impaired 
Capital," in Journal of Accountanei/, March, 1923, for citation of Englidi and 
American cases 

’ The rule given is the lule of the United States Supremo Court (McDonald 
V Williams, (1899) 174 U 8 397; see also Hayden v Williams, (1898) 96 Fed 
279) and of some of the States (Cottrell v Albany etc Co., (1911) 142 N. Y. 
App Div 148) 

* See Prentiee-Hall Federal Inoome Tax Service. 

560 
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taken the first is the creation of an excess of assets over 
liabilities and capital stock, or stated capital; the second is 
the exercise of the discretion of the directors in declaring a 
dividend.® The second hurdle, it may be shown, was orig- 
inally removed by the corporation’s agreement that a 
dividend would be paid if the surplus existed And the 
courts have sometimes said that this contract to declare a 
dividend if a surplus exists may be imphed, as, for example, 
where a preferred stock provision says that “the holders of 
this stock shall be paid dividends at the rate of per cent 
on the first of January, the fiiat of April, the first of June, and 
the first of October ” In the second place, the second hurdle 
may be avoided by showing that the directors are not honestly 
exercising their discretion — in other words, that they are not 
acting in consideration of the welfare of the corporation and 
its stockholders, but are withholding dividends to further 
some private object ® 

It IS very hard to lay down a rule that can be applied in 
all cases where the stockholders seek to compel directors to 
pay a dividend on the groimd that not to pay it would con- 
stitute a fraud. In eveiy case the facts are likely to be so 
complicated that a decision can be rendered by an equity 
court only after all the circumstances have been gone into 
very carefully. While the courts will not substitute their 
discretion for that of the diiectors, they will not wait until 
actual fraud has been proven before taking action. The 
order compelling Henry Ford to cause his company to pay a 
dividend at the instance of the Dodge interests is a case in 
point. 


® At the annual meeting of stockholders of the Eiie Eailioad, hold April 10, 
1917, the following resolution was unanimously appioved by a vote of all 
the stockholders present, except the pioxy committee “Whereas, it appeals 
from the yoaily reports of the Ene HailToad Co that dividends on the prctciiod 
issues have been earned for several yoais past, theiefoie he it resolved, that 
the directors be requested to declaio within thirty days from this date, dividends 
on both piefoiied issues in such pioportion as are warranted, piovided that 
same shall have been earned " At the ensuing monthly meeting of dircctois 
no action was taken on this resolution 

“See W M Fletchei, “Cyclopedia of the Law of Piivato Corpoiations.” 
Vol 11, §6326 et seq 

' The Ford Motor Company was compelled to declare a dividend, the court 
holding the refusal of the directors to declare a dividend of more than $1,200,000 
when the corpoiation had a smplus of $112,000,000, about $64,000,000 of 
cash on hand, had made profits of $69,000,000 in the past year, and had expec- 
tations of $60,000,000 the coming year, to be, m the absence of some lustifiable 



562 FINANCIAL ORGANIZATION AND MANAGEMENT 


Practice in declaring dividends. — The following is a typical 
form of notice of dividends: 


INTERNATIONAL 
SECURITIES CORPORATION 
OF AMERICA 

Dividends for the quarter ending 
August 31, 1931, have been de- 
clared as follows: 

Dividend No. 26 

6M% Preferred Shares $1.62M 
Dividend No. 28 

6 % Preferred Shares 1.60 
Dividend No. 34 
Class A Conunoa Shares 0.26 

Payable September 1, 193T, to 
stockholders of recoid at the close 
of business August 15, 1931. 

Stacy V. Jones, 
Secietary 

July 1, 1931 


The geneial practice at one timo was to close the books on 
the record date as of which dividends were to be paid, and 
not to open them for from ten days to two weeks, in order to 
give the secretary time m which to make up the list of stock- 
holders to whom the dividend should be paid. Under 
modern practice, which is undoubtedly followed in the illus- 
tration above, the secretary prepares a list of the stockholders 
from the stock record book on the day as of which the dividend 
is declared — ^August 15, m the above case. The transfer 
books are allowed to remain open and records of transfers 
may be made without interruption. The dividend checks 
are sent to the persons whose names appear on this list and 
the company is discharged from liability® as between various 
persons claiming the dividend by reason of ownership of the 
stock. If the directors do not indicate a record date as of 
which the stockholders are entitled to a dividend, it is assumed 

reason, an arbitrary exercise of auihonty which would give a court of eqmty 
the right to inlorfero Dodge v Ford Motor Co. (1919) 204 Mich. 469, 170 
N. W 668, 

* See A. Maehen, “Modem Law of Corporations," See. 1370, for several 
oases cited following the rules given in the text above. See as to olosmg 
books, ante, page ll] 
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that the duectors intended the dividend to go to the stock- 
holders of record on the day of the passage of the resolution. 
Many companies appoint a dividend disbursing agent, usually 
the transfer agent of the company, to handle the preparation 
of the list of stockholders entitled to dividends and to attend 
to all the details of the payment. The corporation deposits 
a sum of money with the agent sufficient to take care of the 
dividend, and the agent draws against this sum in paying the 
dividend. This service is rendered for a fee. ® After a dividend 
has been declared, the amount of the dividend is a debt against 
the company. If, before the dividend is actually paid, the 
company unexpectedly fails through some calamity, the stock- 
holders have a right against the assets as unsecured creditors 
up to the amount of the unpaid dividend. If the company 
actually had set apart a fund to pay the dividend and then 
failed, the stockholders would have the nght to this fund. 

Who are entitled to dividends. — Dividends must be 
divided among stockholders in proportion to their shares, 
though this rule, of course, is subject to the corollary that 
contractual rights represented by the classification of stock 
into common and preferred must be observed. 

Unless there is a special contract to the contrary, stock- 
holders of record on the day the dividend lists are made up 
are entitled to dividends, irrespective of when they became 
holders of the stock. In other words, dividends are not 
apportioned as is the interest on bonds. In the example 
given in the previous section, dividends are payable on the 
6 per cent preferred stock at the rate of 6 per cent per .nn-nnm 
or per cent a quarter, the dividend dates being approxi- 
mately the first of September, the first of December, the first 
of March, and the first of June. If A bought a share of the 
stock from B on the first of August, A would get the IH per 
cent dividend paid on August 16. If, however, B sold A a 
bond, (interest payable June 1 and December 1) B would 
ordinarily require A to pay two months’ interest to cover the 
period during which B held the bond since the last inter- 
est date, June 1. The company would pay six months’ 
interest on December 1 to A and thus A, in effect, would get 
interest for the last four months of the period. 


* See Pienlioe-Hall Corporation Seivioo for a detailed dosoiiption of the 
practice followed in paying dividends. 
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Statutes in some States provide that inteiest may be paid 
on the amount paid on stock subscriptions, equivalent to the 
rate of dividends paid on the stock. It is always expedient to 
make similar provisions for a stock subscription that is to 
remain open for any length of time. The subscription agree- 
ment may accomplish practically the same purpose by provid- 
ing that as payments arc made, stock will be issued, “with 
adjustments for interest.” Thus, if A subscribed for 100 
shares of stock, under such an agi'eement, which stock 
was to receive dividends of 1 per cent on the first of January, 
April, July, and October, and A paid $1,000 on the first of 
February, by paying interest on the $1,000 for the month of 
January, that is, $5, he could get ten shares of stock, on which 
he would receive on the first of April dividends amounting to 
$15. 

Rights to dividends of different classes of stockholders. — 
Unless there is a classification of stock, authorized according 
to statutory requirements, giving one class of stock preference 
over another as to dividends, the shares of stock all stand upon 
the same footing and participate alike in the distribution of 
earnings. Nor, after issuance, can preferential dividend 
claims be given to any group of stockholders without the 
consent of all the stockholders, unless the charter is amended 
in pursuance of a statute. For example, if a company wished 
to raise money from its stockholders, it might, through an 
amendment to its charter, create some preferred stock and 
offer to exchange a certain proportion of the common stock of 
all the stockholders for preferred stock upon payment of a 
voluntary assessment On principle it would not be proper, 
however, for the company to provide that any stockholder 
who paid the assessment should have a preferential claim to 
dividends. 

Kinds of dividends. — ^Dividends may be “regular” or 
“extra,” and each of these may be divided into four classes — 
cash, stock, property, and scrip. Still another classification is 
that into “profits” and “liquidation” dividends. 

“Regular” and “extra” dividends. — Sometimes the solu- 
tions of problems arising out of financial operations depend 
upon whether a dividend is a regular dividend or an extra 
dividend. For example, where bonds are convertible into 
stock and the stock is paying regular dividends, it is usual to 
allow the bondholder the stipulated rate of interest on his 
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bond from the date of last payment to the time of conversion, 
but to charge him with an amount equal to interest on the 
stock at the rate of the regular dividend paid thereon from 
the date of conversion up to the date of the next regular 
dividend. Adjustments somewhat on the same basis may be 
made by a contract of sale between successive owners, as for 
example where A sells stock to B to be delivered on a certain 
date, “ adjustment to be made in respect to accumulated divi- 
dends.” While as a matter of law the right to a dividend 
does not arise until it is actually declared, a contract such as 
IS here contemplated would justify the seller in requiring the 
purchaser to pay not only the stipulated price, but in addition 
the interest thereon from the date of last declaration of a 
dividend up to the time of delivery, at the rate of the regular 
dividend. 

What is a regular dividend and what is an extra dividend is 
generally settled by the directors of the company. Large cor- 
porations usually number their dividends and label them as 
regular or extra. Sometimes the distinction depends on 
whether the dividends are paid out of current earnmgs or out 
of accumulated earnings. Where it is necessary to establish 
whether a dividend is legular or extra, recourse must be had 
to all the surrounding circumstances that bear upon the 
situation. 

Extra dividends are frequently called “melons.” As we 
shall see (page 568), a declaration of extra stock dividends was 
stimulated by the provision of the Federal Income Tax Law 
giving the Secretary of the Treasury power to tax undis- 
tributed surplus. While stock dividends are usually “extra” 
dividends, they may become regular for a period, as in the case 
of the General Electric Company, which for several years 
distributed dividends in the form of special stock at the rate 
of 5 per cent. Sometimes, when it is mconvenient to pay 
the regular dividend in cash, stock will be substituted. “ 

A word of warning should be given about extra dividends 
Honest practice, it would seem, would require that extra 
dividends should not be declared suddenly. Stockholders 
should have some warning that a melon is to be cut in order 


“In Dcoemboi, 1920, the Amciican Agiicultural Chemical Co explained 
that its regulai dividend was being paid m stock because faimers were holding 
crops for higher prices and the company therefore had to conserve its cash 
resources till the farmers’ indebtedness to the company was liquidated 
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that they may know what can be expected from their stock 
in case they wish to sell. 

Eidxa dividends as part of a conservative policy. — Fre- 
quently, when corporations find profits mounting, their 
directors will wish to increase the dividend rate without 
leading stockholders to believe that the new rate is to bo 
expected in the future. In such an event the increase will 
be called extra. For example, the United States Steel 
Corporation in 1923 declared its regular l}i per cent dividend 
on its common stock and an extra dividend of M of 1 per 
cent. In 1924 and again in 1925 extras of 2 per cent were 
paid. In 1926 the regular dividend became 1^ per cent and 
the extra dividend was reduced to of 1 per cent. The 
company thus left itself in position to drop back to the regular 
dividend of per cent at any quarter without permitting 
the stockholders to criticize or claim disappointment. The 
company paid only the regular rate in 1927 and 1928, and m 

1929 again declared an extra dividend of 1 per cent In 

1930 no extra dividend was paid. The 1% per cent regular 
dividend was paid from June 29, 1926, to June 29, 1931, 
inclusive; it was reduced to 1 per cent quarterly in July, 1931. 
Another reduction to per was made m Mar., 1932. 
Thereafter no dividends were paid, except 1 per cent in 1937. 

Liquidation dividends. — Dividends paid in the ordinary 
course of business and not as a step toward the complete or 
partial suspension of operations are properly designated 
"profit dividends,” whereas dividends paid out of properties 
that are being surrendered, whether paid in kind or first con- 
verted by the company into cash or some other form of wealth, 
are called "liquidation dividends.” It will be noticed that 
the distinction here does not turn on the question of whether 
the dividends are paid out of cuirent earnings or out of 
accumulated earnings. This classification is important, not 
only in connection with income tax problems, but also in 
connection with distributions to different classes of stock 

‘‘See for relation to taxes, Peabody v. Eisner, (1918) 247 U. S 347; 
Lynch V Hoinby, (1918) 247 U S 339, Lynch v Turnsh, (1918) 247 U S 221 
(Amer. Fed, Tax Koports, pages 2995, 2902, and 2986 lespeotively). For relic- 
tion of liquidation dividends to the rights of proferiod and common stock- 
holders, see Umveraiiy of Pennaylvanm Lam Review, February, 1931 In 
liquidation, prcfei’red and common shareholdeis share ahko unless thcie is some 
limitation in either the articles of incorporation or the stockholders’ contracts. 
Thus, if there are surplus assets, the preferred and common share pari passu, 
if there are none, the preferred gets no prefeienoe. However, in oases where 
the preferred under its contract is entitled to a repayment of capitgl b^ore the 



SURPLUS AND DIVIDEND POLICIES 


567 


Cash dividends. — Corporations may pay out of cash, divi- 
dends equal to but not in excess of the suiplus of the company 
The question of law that arises here is; can a company that 
has a surplus, but whose cash is tied up in non-distnbutable 
assets, borrow money with which to pay dividends? And the 
answer is: undoubtedly, yes. But the question of expediency 
is not so easily answered, for there are times when borrowing 
money with which to pay dividends is not inexpedient. 

Take this situation. A company is expanding quite 
rapidly. It is going to need new capital, which it will be 
inexpedient to raise through a bond issue A prime requisite 
to the economical sale of its stock is to give that stock a high 
maiket value; this aim can be accomphshed by establishing 
and maintaining a fair dividend rate. To meet the dividend 
reqiurements, temporary loans may be sought and stock sold, 
and thereafter the company can use its earnings for dividends 
instead of havmg to '“plough them” into the property. 

To be sure, corporations would hardly attempt to raise a 
loan ostensibly for a dividend payment. Instead, they 
boriow money for operating purposes and use the cash from 
revenues to pay the dividend. 

Stock dividends. — A stock dividend is a distiibution of 
sui’plus through a pro rata issuance of additional stock.^® 
Such is the usual definition. In practice it amounts to a 
division of the “corporate pie” into a greater numbci of slices. 
Indeed, it is best looked upon as a form of readjustment of the 
company. A stock dividend means that the corpoiation is to 
have a larger capitalization over which to spicad eatnings.^® 
Corporations that undertake expansion programs which 
require the outlay of large amounts of capital from year to 
year and which immediately result in greater profits, may 


Goiamon ib paid anything, the following question aiises if theia aie surplus ‘ 
assets, aie the piefeired shaieholders entitled to anything beyond the repaid 
capital? In the two coses concerning this pioblem that have been adjudicated, 
the couits held that the preferred was not entitled to participate in suiplus 
assets For ontioism of these decisions, see the article cited See also page 760. 

Sometimes the stock dividend is declared by the simple process of increas- 
ing the par value of the company’s stock In 1021 the Ohicopcc Mfg. Go 
declared a 800 per cent dividend on its common stock by increasing the par 
value of a share from $26 to $100 and by increasing the aggiegatc par value 
from $150,000 to $600,000 

13 The Federal Trade Commission compiled a list of important stock divi- 
dends declared during 1922 The companies represented numbered 328 and 
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justifiably adopt a policy of paying stock dividends instead 
of cash dividends. The stockholder ordinarily has no 
complaint, since the surplus earnings are worth more to him 
when they are reinvested in the coiporation than if they were 
distributed to him as a cash dividend. Those stockholdeis 
who do not wish to increase their interests in the company 
may sell the stock received as a dividend and obtain cash 
to be invested by them as they please. Other reasons that 
prompt a corporation to pay a stock dividend are: (1) to 
reduce the market value of the stock outstanding. The 
corporation pays the same rate of dividend on the larger 
number of shares instead of increasing the dividend rate on 
the number originally outstanding, thus veiling the huge 
profits it has made and obviatmg criticism usually incited 
by large returns on capital. Furthermore, the reduction 
of the price permits wider distribution of the securities. (2) 
To distribute the surplus without consiiming the available 
cash. The corporation gives the stockholders evidence 
of the increase in their investments without interfering with 
the company’s operating facilities.'^ 

While the declaration of a stock dividend is within the 
power of the directors, in practice the matter usually has to 
be submitted to the stockholders, since the corporation will 
likely have to amend the certificate of incorporation to increase 
the amount of capital stock.'® 

the distributions amounted to over $2,149,101,245 The laigost single dih- 
tnbution made duiing the pciiod was a 400 pei cent stock dividend ol the 
Standard Oil Co of New Jersey, which amounted to $303,353,200 Anothoi 
repoit of the Federal Tiade Commission made in lesponse to Senate Upsoliition 
No 304, 69th Congiess, 2nd Session, Approved Deo 22, 1926, Sen Doc No 
26, 70th Cong 1st Session, indicates that the absolute moiease in stock divi- 
dends m the peiiod 1920-1926 over that of 1913-1919 among coipoiations 
paymg any stock dividend at any time duiing the fourteen year peiiod, was 
586 62 pel cent, while the absolute mcieasc m cash dividends foi the same cor- 
porations foi the same peiiod was only 94 07 per cent The reduced caimngs 
of 1930 encouraged a change from cash dividends to stock dividends Thus, an 
analysis of dividend actions fiom Januaiy 1 to September 30 in 1930 and in 
1929 showed 727 stock dividends in 1930 as compaied uith 483 in 1 929. The 
undistributed pioflts tax in the 1936 Act (see footnote 24) encouiaged stock 
dividends m spite of the fact that the 3930 Act changed the method of taxing 
stock dividends (sec page 570) With the removal of the high undistiibuted 
profits tax rates, there was a dcoline m the number of stock dividends 
Undoubtedly the present method of toxmg stock dividends acts os a deterrent 
to deolaiation of this form of dividend. 

See page 670 for relation of taxation to stock dividends 
“ Stodc dividends raiso the question of fractional shares For example, if 
a 20 per cent stock dividend is distributed, tiie company may have outstandmg 
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Where control is not a factor, as is the case with the great 
majority of stockholders of large corporations, the distribution 
of a stock dividend enables stockholders to get immediate cash 
returns through the sale of the stock received. We mean, 
since stock dividends are usually declared as “extra” divi- 
dends and the regular rate is usually maintained, and since 
the stockholder usually counts only on a regular dividend, he 
may sell the stock received in the dividend and thus get cash 

a large quantity of fiactional shares. A stockholder with seven shares, for 
example, would get one whole shaie and two-fifths of a share The com- 
pany may pay dividends on these fractional shaies but would not oidmaiily 
give them any light to vote Sometimes fiactional shaies are not used, 
and m those cases three methods of handimg the fiactional interests aie apphed 

(1) the corpoiation pays cash for fractional intciosts, (2) it piovidcs for the 
issuance of scrip, or (3) it piovides for the accumulation of credits These 
methods are illustiatcd below 

(1) The Chicago Railway Equipment Co in the oaily pait of 1918, for 
example, distiibuted a special 20 pci cent stock dividend, but announced that 
no fractional shares would be issued, stockholdeis were given the option of 
receiving the fiactional share m cash oi of receiving a full shaic by paying the 
company in cash the difference between the fractional shuic and the value of a 
full share The Standard Investing Coipoiation and the Kroger Grocery & 
Baking Company follow the practice of selling at market, a few days m advance 
of the dividend payment date, an amount of stock equal to the aggregate of 
fractional intoiests resulting undei the dividend declaration The net proceeds 
obtained aie distiibuted pio rata among the stockholdeis entitled to fractional 
shares A statute in Connecticut prohibits the coiporation fiom issuing 
fractional shaies and lequiics it to sell to the highest biddei any fraction^ 
shaies which stockholders have failed to combine by pui chase oi sale. 

(2) Undoi the second usual method of handimg fractional interests, the 
coipoiatioii issues sciip to stockholdeis entitled thereto, who may obtain lull 
shares when the scrip is piosontod with similar sciip aggregating a full share 
Eloquently, a defimte time is set dunng which the soup may be accumulated 
and consolidated into whole shaies, after that time expires, the soup is ledecm- 
able but not susceptible of consohdation In such cases, since it is desiied to 
get the scrip out of the way, a provision may be made that no dividends will be 
paid nor votmg power granted till the exchange is made A market is generally 
created for the soup The Columbia Gas & Electiic Coip follows a plan similar 
to the one desciibed and sets aside an amount of stock equal to the aggregate 
of fractional mterests The scrip ccitrScates aic distiibuted to those entitled 
to fractional shares and arc exchangeable into full shares upon picsentation 
of scrip aggregating ono full sliorc Dividends are paid on the stock set aside 
against scrip At the end of a certam time the leservcd stock lemaining is 
sold and the proceeds, includmg the dividends on the stock set aside agamst 
scrip,, are distributed pro lata to the scrip holders 

Various methods of using scrip aro m vogue See for a desciiption of some 
of them, “ Fractional Shares Under Stock Dividend Doolaiations,” by WiUiam 
C Waring, Jr , Harvard Law Review, January, 1931 

(3) In cases wheio the corpoiation has adopted a pohey of paying dividends 
in either cash or stock at the option of the stockholder (see page 672), fractional 
interests are handled under a plan which provides that an account bo kept for 
each stockholder who has elected to apply his cash dividends to the payment 
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to invest in other companies in pursuance of a good investment 
policy requiring diveisification of investments. 

Relation of taxation to stock dividends. — Under the provi- 
sions of the Federal income tax law/® a stock dividend is 
taxable if it gives the stoeldiolder an interest different fiom 
that which his former stockholding represented, and is not 
taxable if it is not. Thus, if a corpozation has only common 
stock outstanding and a stock dividend of such stock is 
distiibutcd, the stock dividend is not taxable.” 

The corporation may not resort to non-taxable stock 
dividends to reduce the amount of apparent surplus and thus 
be ichcved from the surtax imposed for improperly accumulat- 
ing surplus.^® 


of stock Tho account is cicdited with fractional shares to which the stock- 
holder becomes entitled Full shares aie issued as soon as tho fiactions accu- 
mulated aggicgate one full share The stockholdci receives no dividends or 
voting rights on his ciedits Under this scheme theio is no limitation of time 
during which the credits may be aggicgatcd Some of the companies following 
this plan peimit the stockholders to pmehaso additional ci edits at any time m 
order to make a full shale Tlie Associated Gas & Electric Co., which has 
so-called optional dividend stock, uses a plan similar to tho one described, as 
docs tho Cities Seivice Company 

In 1920, the Supremo Court, in tho celohintod case of Eisner v Macomber, 
262 U S 189, 40 S. Ct 189, 3 A F T R 3020, hold that a dividend in a coipora- 
tion’s common stock paid to the then Btockholdeis was not income within the 
moaning of the Sixteenth Amendment of the Constitution Undoi the assump- 
tion that tho Court’s decision applied to all stock dividends, Cnngiess, in 1921, 
modified tho law by pioviding that "a stock dividend slinll not bo subject to 
tux,” and that provision was continued in all the Revenue Acts, up to and iiielud- 
mg tho Act of 1934. In 1936 Hie Supreme Couit, in Kushland v Ilclvering, 
298 U S 441, 66 S Ct 767, 17 A F T R 1213, held that a stock dividend was 
income within tho meaning of the Su-teonth Amendment if the dividend "gives 
the stookholdei an inteiost difleient fiom that which his foimei stockholding 
lepiescnted ” As a result of this decision, the 1936 and subsequent Acts 
provided for the taxation of stock dividends as for as permitted by the 
Amendment 

” If a stock dividend is taxable, the amount of tho dividend is taxed m tho 
same manner as a cash dividend If a stock dividend is not taxable, the cost 
basis is apportioned between the old and new stock For example, if 100 shares 
of stock cost $9,000, the basis of each share is $90, if the stockholdoi receives a 
60 per cent stock dividend, he will then have 160 shates, and the basis of each 
share will bo $60. If the stockholdei sells 100 shares for $7,000, his locognized 
gam IS $1 ,000 

“ Undei the Internal Revenue Code, as amended by the Revenue Act of 
1939, the income tax on coipoiations with noimal-tax not income over $31,964 
amounts to 18 per cent (see page 178), whereas the sum of Iho normal tax and 
the surtax on the income of individuals luns as high as 79 per cent The diafters 
of the law theiofoie anticipated that a number of people, in order to avoid the 
high suitaxes, would turn over all their moome-produoiug pioporty, whether 
ample investments oi operatmg property, to a oorpoiation, peimit the income 
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Property dividends. — Where a company has unnecessary 
“fungible” property, such as securities of other companies, it 
may find it expedient to distribute them to the stockholders 
through a dividend.^® Such stock may have been originally 
acquired to be held for legitimate purposes and the corpora- 
tion may later have discovered that it is inexpedient or illegal 
to hold the stock. Distribution in the form of a dividend 
may be resorted to rather than a sale and the distribution of 
the cash, in order to prevent a decline in the puce of the stock 
that would result from a sale of any large block.®® Notable 
examples of other property dividends were the distribution 
of Anglo-French bonds to the stockholders of munition 
companies,®^ Liberty bond distributions,®® and distributions 
of “hquor stocks” shortly after the enactment of the pro- 
hibition laws.®® 

to remain, in the corporation and thus pay only the corporation into To meet 
this possible avoidance the law provides for the imposition of a sui tax upon the 
“undistributed section 102 net income” of any coipoiation that peisists m 
accumulating an unnecessary surplus, equal to the sum of the followmg (a) 
25 pel cent of the amount not in excess of $100,000 plus (b) 35 per cent of tbo 
amount not in excess of $100,000 

A sepaiatc piovision of the law (Sec 600, Intcinal Revenue Code, ns 
amended by the Revenue Act of 1939) imposes a heavy surtax upon personal 
holding corporations which accumulate income The tax is impoHOcl upon the 
“undistiibuted Sub-chaptei A not income” at the following rates 66 per cent 
of the amount theicof not in excess of $2,000, plus 76 pci cent of the amount 
theieof in excess of $2,000 Goneially speaking, a pcisonal holding company is 
any coipoiation 80 poi cent of the gross mcoine of which foi Iho taxable year 
IS derived fiom loyalties, dividends, mteiest, anmiilios, and gains fioui the sale 
of stock or Seoul ities, and moic than 60 per cent in value of the outstanding 
stock of which IS owned by not more than five individuals at any time duiing 
the last half of the taxable year In computing the numbei of individuals 
who hold the majority of the outstandmg slock of a corporation, all membeis 
of a family in the diiect hue as well as the spouse and brothers and sistcis are 
counted as one 

“ The reasonable market value of the propeity received is a dividend subject 
to the Federal mcomo tax Reg 101, Art 115-10 

“ When Swift & Co was compelled by the United States Government 
to dispose of its subsidiaiy companies engaged m tlie food busmesses, it dis- 
tiibuted the stock of these subsidiaiies to its stockholdeis 

Hercules Powdei Go , on Maich 6, 1917, announced a dividend of 47 
per cent, payable in Anglo-Fienoh bonds at 94; that is, a $1,000 bond was 
given to the holder of $2,000 woith of stock 

*> Example; Union Bag and Paper Coip in 1918. The reason for this 
distribution of Libeity bonds was that the tax exemption foatuie was moie 
valuable in the hands of individuals than in tho treasury ol the corpoiation. 

=» A dividend may be paid m bonds From the standpoint of the taxability 
of such bbnds m the hands of the leoipient, under tho Federal Income Tax 
Law they will be regarded as cash equivalent to tlieir market value. Doer- 
sohuok V. U. S , (1921) 274 Fed. 739; Amer. Fed, Tax Reports, Vol. II, page 1475. 
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Scrip dividends. — scrip dividend amounts to the distri- 
bution of promissory notes to the stoclcholders When a 
corporation without available funds feels that it ought to 
give the stockholders of the present the earnings of the 
immediate past instead of withholding all title to these earn- 
ings for the benefit of future stockholders, it will use the sciip 
dividend. Duiing the World War the American Tobacco Co. 
substituted scrip for cash ui paying its regular 20 per cent 
dividends. 

Since a stock dividend increases the amount of stock out- 
standing on which dividends can be maintained only through 
increased earnings, scrip will be used instead of stock to dis- 
tribute accumulated eaimngs whenever the prospects do not 
fully justify the expectation of laiger earnings and dividend 
distributions for the future Scrip may or may not bear 
interest. 

In order to avoid the undistributed profits tax imposed 
by the Revenue Act of 1936, several corpoiations paid 
dividends in the form of interest-bearing notes. South- 
western Development Company, for example, issued $2,040,- 
300 of its 4 per cent notes maturing July 1, 1943, in payment of 
dividends on its common stock. 

Dividends payable in stock or cash. — A piactice of giving 
the stockholders the option of receiving then dividends in 
cash or in stock has grown up during recent years, especially 
among public utility and other large corporations with 
programs of expansion that render reinvestment of earnings 

*‘The 1936 Act impohed a suilax on Iho net incojnc of corpoiaUons m an 
amount measured by the undistributed not mcome. The lates of surtax woie 
graduated m brackets, the lowest late was 7 per cent of that portion of the 
undistributed not mcome which was not in excess of 10 per cent of the adjusted 
net mcome, and the highest late was 27 per cent of that poition of the undis- 
tnbuted not income which was in excess of 60 per cent of the adjusted net 
mcome Corporations tiied to avoid the surtax by payment of dividends m 
every possible form It became abundantly cleai that the surtax on undis- 
tributed profits, ns imposed by the 1930 Act, was harmful to busuioss and to the 
country (For a summary of the icasons foi the act and objections to it, see 
M Wertheim, “The Undistributed Profits Tax and What to Do About It,” 
Hmper’n, Feb. L938.) The term “surtax on undistiibutcd profits " did not 
appear m the 1938 Act, but the pimciple was retained, smeo the result of the 
method of computing the tax on ooipoiations with largo incomes was to bnng 
about a mnxunum rate of 19 per cent if no dividends woio distiibuted, and a 
minimum late of 16J^ pei cent if the entire net income weie distributed to 
shareholdeis. Soo footnote 21, page 177 The Revenue Act of 1939, amending 
the Internal Revenue Code, eliminated the last vestige of the surtax on undis- 
tributed profits 
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advisable. The corporation informs the stockholder that 
he may either receive his dividend in cash or apply the cash 
to the purchase of additional stock. Choice must be made 
within a certain number of days after receiving notice. Some 
companies that have established the cash or stock dividend 
as a definite policy have arranged that all dividends will be 
paid in cash unless notice to the contrary is received from the 
stockholder; others apply all dividends to the purchase of 
shares unless notice is received by the corporation that the 
stoclcholder elects to receive his dividends in cash.^^“ 

This method of paying dividends has also been adopted by 
some corporations as a means of satisfying investors in 
preferred stock who look for a speculative increase in their 
investment. By accepting dividends in the foim of common 
stock, the preferred stockholder accepts an opportunity to 
paiticipate in any extraoidinary rise in profits. 

What IS surplus? — ^AU along we have not assumed that the 
reader is versed in accounting. We have found, strange as 
it may seem to people who do understand the fundamentals, 
that many people who have studied bookkeeping do not under- 
stand the expression “surplus.” Here we shall not attempt 
any nice theoretical exposition, but shall explain briefly what 
is meant by the word surplus in older that even those who 
have had no bookkeeping training may understand it. For 
those who know accounts, we suggest passing on to the next 
section. 

Surplus is an excess of assets over liabihties. If we 
examine the assets of a company, appiaise them and hst them, 
according to American practice, on the left-hand side of the 
paper — and then list all the habihties, including the capital 
stock, on the right-hand side — ^we shall ordmarily find that the 
assets exceed the liabilities. Therefore, to make the balance 
sheet hve up to its name — ^to make it balance — we wrrite an 
item under all the liabihties sufiicient to bring about the 
balance, and we call that item surplus. The reader will 
understand, then, that the expression “paying dividends out 
of surplus” is not strictly true. We actually pay the divi- 


340 See footnote 16, page 568, foi metliod of handling fractional shares 
In instances where the dividend la payable in cash or stock at the option 
of the stockholder, Iho stock dividend is taxable undei the Fedeial income tax 
law even though under other circumstanocB the stock dividend noight be 
non-taxable. 
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dends out of assets (that is, wherever it is the usual cash 
dividend) and measure the amount that can be distributed 
from the assets for this purpose by that surplus item.®® 

While we are on the subject, we may say a word or two 
more about the true natoe of surplus When reduced to a 
finality, the assets side of a balance sheet describes the prop- 
erty of a company, and the liabilities side explains what dis- 
position should or could be made of that property. Let us 
take a simple example. 




Land and Buildings S150,000 

Mnohinoiy 25,000 

Invent ones 35 , 000 

Accounts lloccivable 40,000 

Cash . . . 50,000 


$300,000 


lAaUhtiea 

Capital Stock $160,000 

Accounts and Notes Pay- 
able 75,000 

Surplus . , 75 , 000 


$300,000 


Here the propeity amounts to $300,000. Of this (turning 
to the liabilities) $75,000 belongs to the creditors and should, 
as it falls due, be paid to them, $150,000 represents original 
investment of the stockholders and should be used for the 
purposes for which it was contributed, namely; (1) to be 
conscived in order that it may be turned back to the stock- 
holders if the company dissolves, and (2) to earn profits; and 
$75,000 represents the profits that, m the discretion of the 
directors, may be turned over to the stockholders as dividends. 
Sometimes the surplus and capital items arc placed close 
together, since they together represent the cqmty of stock- 
holders in the corporate property. 

If, now, we break up the smplus and call the excess of 
assets over liabilities partly surplus and partly undivided 
eai-nings, thus: surplus $50,000, undivided earnings $25,000, 
our purpose would be to indicate that the “surplus” is to be 
retained and that the stockholders may expect to get in 
dividends the undivided profits. That is to say, we intend to 
keep $50,000 (“surplus”) in the business, but the $25,000 of 
excess assets designated by the expression “undivided profits” 
may be divided as dividends. This uomenclatuie is used by 


' It is hardly neoessaiy to infoim the reader that in piactioo balance sheets 
are not compiled m the way we have indicated, but for puiposes of fmanoial 
analysis they may bo rcgaided as having been oonsiruoted in just that way 
For the sake of simplicity, too, we omitted to mention reserves; these we 
shall take up later 
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the banks. A better scheme for ordinary corporations is to 
substitute for “surplus” some such term as “reserve for work- 
ing capital,” or, “appropriations for working capital.” 
Either of these expressions may be taken as an abbreviation 
of the more complete explanation: “Here is the amount of 
excess of assets over liabilities which the diiectors wish to 
retain or reserve in the business to provide working capital.” 
Where such a nomenclature is used, the “undivided piofits” 
becomes “surplus” and thus we get back to our origmal 
statement that surplus is the measuie of dividends. 

What is the surplus when stock has no par value? — ^We 
have seen Lhat dividends can legally be declared only when 
the corporation has a suiplus. In other words, the corpora- 
tion cannot impair its capital by the payment of a diiudend. 
From the precedmg -explanation it is cleai" that the surplus 
is the excess of the assets over the liabilities, including in the 
latter the amount of capital stock. If the capital stock has 
par value, the amount of capital stock is readily deteimmed; 
it is the number of shares outstanding multiplied by the par 
value per share. But if the capital stock has no par value, 
what amount represents the capital stock; m other words, 
how much of the stockholder's mvestmeut represents capital 
that cannot be impaired bs-- the payment of a dividend? 

The answer to this question usually depends upon the 
wording of the statute under which the non-par stock is 
issued — that i^ upon the definition of capital contained in 
the statute, yin some statutes, capital is the consideration 
received for the non-par shares. In other statutes, the board 
of directors has power to determine by resolution, within a 
certain number of days after the non-par stock has been issued, 
the part of the consideration that shall represent capital. 
The portion not designated as capital is termed “paid-in 
surplus” and is available for dividends,''as shown on page 
694. If the directors neglect to fix the capital by resolution 
within the tune limited, the total consideration is treated 
as capital. In still other statutes, unless the capital m respect 
to the shares without par value is fixed in the certificate of 
incorporation by assigning to each share a stated value, the 
capital will be assumed to be the consideration received for 
such shares. In the second and third classes, the directors 
may from time to time add to capital by transferring amounts 
from surplus. Most statutes provide that the capital may 
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be decreased by transferring amounts to surplus if the rights 
of creditors ai’e not impaired, in all such cases, the statute 
must be carefully followed. 

Where the statute is specific in its definition of capital, 
as in the above three classes, there is no more difficulty m 
fixing the surplus for the coiporation that has .stock without 
par value than for a corporation that has only stock with par 
value. ^ 

But some statutes do not define capital with lespect to 
non-par shares. The rule to bo followed in such cases is 
that m the absence of some other airangeinent made by the 
corporation and the pui chaser of the stock at the time of 
the issuance of the stock, the ontiie consideiation paid foi the 
non-par stock must be treated as capital'/ This lule is based 
upon the principle that investors purchasing stock regaid 
the payment made to the corpoiation for the stock as capital 
to be used in carrying out the purposes of the coiporation, 
and do not expect, in the absence of infoimation to the con- 
trary, that any part of the price paid by them will be conveited 
to surplus to be available for diistribution to stocldiolders. 

Profit-sharing contracts, — The ascertainment of the profits 
available to the owners of a business is often complicated by 
the presence of pi ofit-shanng contracts with employees. The 
interpretation of such contracts is further complicated by the 
question of whether taxes should be deducted before the prof- 
its in which the employee is to share arc determined. Cei tain 
legal decisions lead to the conclusion that if the intention to 
calculate profits before taxes are deducted is not clearly 
expressed, the courts will hold that the compensation of the 
participating employee should be calculated as the agreed 
percentage of profits bt^ore any deduction for taxes is made.^^ 
Since most employers probably desire to share with employees 
only after all costs, including taxes, have been provided for, 
care should be taken to express the intention explicitly.^® 


Stanley v Leaiy, et al., (1923) 199 N Y. Supp. 617, Amor Fed TaM 
Eeporta, Vol. Ill, page 3269. 

“ This may be done in language substantially as follows: “To determine 
the exact amount of your compensation, we intend to regard the amount* 
of compensation as pait of the cost of manufactuio (oi as an expense oi the 
busmoas) Therefore, any taxes, computation of which depends npon the 
ascertainment of net income, would be computed on a basis which would 
include the deduction of the compensation as a pait of the cost of manufacture 
(or as an expense of the business) from the gioss receipts, notwithstandmg 
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When a contract does contain a clause such as is suggested 
in the footnote, the following dilemma arises : The tax which 
is to be based upon the profits, less the contingent shaie of 
profits, cannot be determined until the share of profits has 
been determined, since the deduction of the share thus to be 
given to the employees is allowable as a business expense. 
On the othei hand, the shaie, being based on profits less the 
tax, cannot be detei mined until the tax is determined. We 
cannot here go into a full explanation of the manner in which 
to determine the amount of the bonus, but we shall present 
in the footnote a problem and solution based upon the 1939 
mcome tax rates.®® 

the fact that the exact amount of the oompenbation would depend in turn 
upon the ascertainment of the amount of such taxes The income (and profits) 
taxes computed on such net income shall be deductible in computing the 
amount (or percentage) of the profits due you ” 

See also page 166, for managers’ shaics as a means of profit-sharing, and page 
690 for subsidiary as an aid m piofit-shanng 

“ A piesidcnt of a coipoiation is to receive a bonus of 5 pel cent of tho profits 
after Federal taxes have been paid The profit before deduction of Federal 
taxes, at the rate of 18 pei cent, is 55100,000 What is the president's bonus? 

The followmg formula will detei mmo tho amount of the bonus’ 

Bonus >= 06 [$100,000 - 18 ($100,000 - Bonus)] 

Solving the formula as follows, the bonus is found to be $4,137 23 

(a) 20 Bonus = $100,000 — 18 ($100,000 — Bonus) 
d>) 2,000 Bonus = $10,000,000 — ($1,800,000 — 18 Bonus) 

(c) 2,000 Bonus = $10,000,000 - $1,800,000 -t- 18 Bonus 

(d) 2,000 Bonus — 18 Bonus = $10,000,000 — $1,800,000 

(e) 1,982 Bonus = $8,200,000 
d) Bonus => $4,137 23 

The above formula will apply only in tho case of corpoiations which are subject 
to tho general method of taxation. It will not apply to corporations with 
incomes of less than $26,000, oi to corpoiations with incomes slightly over 
$26,000, which are subject to the alternative tax described on page 178 

The problem can be solved mathematically, without the use of the formula, 
by the tiial and error method, as follows 

$100,000 X 18 =» $18,000, First trial mcome tax 
($100,000 — $18,000) X 05 = $4,100, Fust trial bonus 
($100,000 — $4,100) X 18 =■ $17,262, Second tual mcome tax 
($100,000 — $17,262) X 06 = $4,136 90, Second trial bonus 
($100,000 — $4,136.90) X 18 = $17,255 36, Thud trial mcome tax 
($100,000 - $17,26.6 36) X 06 = $4,137 23, Third trial bonus 
($100,000 ~ $4,137 23) X 18 = $17,255 30, Fourth tiial income tax 
($100,000 - $17,256 30) X 05 = $4,137 23, Fourth trial bonus 

Smee the fourth trial bonus is the same as the third Inal bonus, it is firud. 
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Corporate deficits. — If a company has not made a profit 
but has lost ground, the assets side of the balance sheet will be 
smaller in amount than the liabilities side, and hence, to make 
the balance sheet balance something will have to be added to 
the assets side. This item we may call “deficit,” or “cor- 
porate deficit,” or “loss,” or, as the .accountants call it, 
“profit and loss.” Where such an expression as this last 
phrase is used, the readei of the balance sheet, if inexperienced, 
must bear in mind that it gives rise to a somewhat paradoxical 
situation; if it is found on the assets side, it represents loss; 
if, as IS sometimes the case in accounting statements, it is 
used on the liabilities side mstead of what wo have defined 
as surplus, then it is the measure of profits 

Methods of eliminatmg deficit. — Wc have already pointed 
out that a company cannot pay a dividend if, at the time of the 
proposed distribution, the company’s balance sheet reveals a 
deficit. We may now suppose that its balance sheet has 
shown a deficit for some time and that a turn of events brings 
to the company lai’ge current profits, but not enough to 
extinguish the deficit Must the stockholders wait or can 
they get at these profits? For example, a balance sheet 
appears at the beginning of a year as follows: 


Assets lAalnlihei 

Land $100,000 Capital Stork, , $250,000 

Buildings 60,000 Accounis and Nolra Pay- 

Inveii tones .. 60,000 nblr . 60,000 

Accounis Bouoivablo 26,000 lloBoivus 26,000 

Cash , , 50,000 

Deficit . 50,000 $325,000 


. $326,000 

The company earns $40,000 during the year. What can 
it do in order to pay dividends “i* 

In the first place, intangible items may be written into 
the assets. The deficit may be duo to certain expenses which 
any concern would have to meur to get to the point where 
this company now finds itself. Has it not, then, built 
up the asset that wo have already referred to, “going concern 
value”?®® Is not the 150,000 an asset instead of a loss? 
There may be a deficit arising from past operations, to be 

“See page 15 Some aoeounlants object to ■writing up any intangible 
asset that has not beon purchased. , 
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sure, but if the company is going to be able to earn S40,000 
consistently year after year, it may consider that its business 
as a going concern is worth the income capitalized at, say 8 
per cent, or $500,000. Since it has tangible assets of $275,000, 
it may write into its balance sheet, on the assets side, the 
intangible item of goodwill valued at $225,000 (that is, $500-, 
000 less $275,000) ; the deficit disappears and a surplus of 
$175,000 will appear on the liabilities side. Thus we get 
rid of the deficit, the $40,000 of piofits in the new balance 
sheet at the end of the year will turn up as a surplus, and the 
result will be that a di\adend can be paid. 

In the second place, an appraisal of all the property may 
be made and it may be found that some of the property has 
been carried on the books at less than its value. Thus, in the 
above example, the land may now be woith $150,000, if that 
value were brought into the balance sheet, the deficit would 
disappear.®^ 

In the third place, reserves may prove to be too liberal 
and some of these may be converted into surplus, wiping 
out pait of the deficit. 

In the fourth place, under the statutes of most States 
corporations may reduce then capital stock, and in this case 
the corporation may ask the stockholders to consent to a 
reduction of the capital stock imder the terms of the statute. 

If a reduction of $50,000 in capital stock is accomplished, 
again the deficit of $50,000 will disappear and the new profits 
of $40,000 will be available for dividends. 

Fifth, if the capital stock is made up, let us say of 2,500 
shares with a par value of $100 per share, the corporation 


Foi an example, see A S Dewing, “Coipoiate Piomotions and Tleor- 
ganizations,” page 29 Coiporationa filing repoits lequired under the Securi- 
ties Exchange Act ot 1934 must answer ccitam questions i elating to inei eases 
or decieusos in investments, in property, plant, and equipment, oi m intangible 
assets resulting fiom substantially revaluing such assets Foi an inteiesting 
analysis of the answers to the questions by 208 laige industunl concerns, see 
S Fabricant, “Revaluations of Fixed lissots, 1925-1934,” National Buieau of 
Economic Roseaioh, Bulletin 62 (1936) 

Devaluation and decapitalization were frequently employed m the early 
thirties to avoid failure tendencies and to assist in restoring earning powei 
The revel so spht-up — ^that is, one shaie for foui hold, for example (instead oi 
four shares foi one, as m a regular spht-up) — was one of the methods used to 
accomplish the decapitalization tlcc L P Staikweather and F L Valonta 
“Devaluation and Decapitalization,” Barron’s, Oct. 1, 1934 
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may wipe out the deficit by changing to non-par stock, through 
an amendment of the certificate of incorporation. Thus, 
capital stock m the balance sheet would appear as $200,000 
represented by 2,600 shares without par value. Similarly, 
if the capital stock is made up of 2,500 shares of non-par value 
stock, the corpoiation may wipe out the deficit by changing 
the shares to $80 par value each. Thus, capital stock in the 
balance sheet would appear as $200,000, represented by 
2,500 shales with a par value of $80 each 

If any of these five methods is used, the result will be legal 
provided an honest survey of the situation shows that the 
conditions upon which the ariangement should be made actu- 
ally exist. It must be remembered, however, that fre- 
quently this question, like most other questions of corporation 
law, is governed primaiily by statutes, m the light of which 
the opimon of judges must be read and construed. Moreover, 
the question of fraud often enters a given situation and where 
fraud enters, equity courts, m which most dividend questions 
are decided, become most aleit. We shall mention some of 
the circumstances later which seem to alter the general rule 
that dividends may be paid “out of" a “balance sheet sur- 
plus." In most of those cases, we shall soo that an element of 
fraud enters to cause the modification of the lulc.*® 

Analysis of assets to determine if a surplus really exists. — 
In every case equity and cxi>cdiency demand that the excess 
of assets over liabilities upon which a dividend is based be a 
bona fide excess. For example, some of the assets may be 
entirely fictitious, such as bond discount, or may be tempo- 
rarily capitalized expenses, such as “organization expense 
and “deferred charges to expense." The extent to which 
such assets should be eliminated has been fully discussed in 


’’ See pages 593 and 596 

uo The practice among accountants is to capitalize oiganization expenses 
if they are laige in amount, and to write them off over a peiiod of years, if they 
are not very largo m amount, they aie usually charged off in the year in whidi 
they aie incuricd Foi purposes of the Fedcial income tax, however, oiganiza- 
tion expenses, such as incoipomtion fees and attorneys’ and nccountantb’ 
charges, are capital cxpendituics and aro not deductible fiom gioss mcoinc m 
computing the Federal income tax (Reg. 101, Art 24-2). The Troasuiy 
Department has ruled, furthermore, that such expenses do not constitute a 
proper item to be added to the cost of any physical property and provided foi 
through annual allowance for depieoiation. 
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books on accounting and here we may very properly say that 
good accounting principles should be used in determining the 
disposition of such assets. Prom a legal standpoint, very 
little light IS thrown on the subject by the American cases. In 
fact, the author has seen none which is satisfactory. Whether 
cases growing out of the income tax will be applicable to 
questions arising under the general heading of dividend policy 
of corporations where income tax is not involved, is very 
doubtful. The critical reader who needs more light on the 
legal aspect of the subject is referred to the Enghsh cases, 
some of which are mentioned by A. Machen in his excellent 
book entitled “Modern Law of Corporations.” 

Where assets have an undoubted existence, the question 
may very well arise : is the present value of these assets equal 
to the value at which they are carried in the balance sheet? 

In the example given on page 578, for instance, the deficit 
may really have been much larger than $60,000 because the 
buildings that originally cost $50,000 may have depreciated 
in value to the extent of $25,000. Prom an accounting stand- 
point, this error can be corrected in three ways: (1) the item 
“Buildings” may be made to read $25,000; or (2) 

Buildings .. . ®60,000 

less depreciation. . . . $25,000 $25,000 

or (3) an offsetting reserve may be entered on the liability side 
equalling the amount of depreciation. If the third method 
were used, the liability side would be increased by an item 
of $26,000, “Reserve for Depreciation.” In all three cases 
the deficit would be $75,000 instead of $50,000.” 

From the standpoint of corporation finance, one ought to 
have httle difficulty in establishing the fact that an asset is 
worth more or less than the amount stated in the accounts. 
Por example, a director can easily determine whether the 
valuation of $60,000 placed on the building represents origi- 
nal cost a number of years ago and whether the building 
really has depreciated $26,000. The problem is a little bit 
more difficult from the standpoint of investment, where the 
prospective mvestor is not permitted access to the books of 


A fourth method involves the setting up of a fecial fund to tahe care 
of depreciation — ^this method would lilcely not be used whore the company has 
a deficit For a more complete discussion see tte previous chapter, “Manaije- 
meut of Income " 
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account but must rely upon the balance sheet itself and upon 
such implications as he may deduce from an examination and 
comparison of the balance sheets over a number of years. 
While this pioblem of the investor is important and inter- 
esting, we must dismiss it here since the subject properly 
belongs to a book on investments and not to a book on business 
finance.*® 

What reserves should be set up. — In order that no mistake 
may be made in the payment of dividends by using a surplus 
mflated by over-valued assets, directors will do well to take 
a list of the company’s assets as shown by detailed balance 
sheets, and ask themselves in respect to each item, “is the 
value of these assets stated in the balance sheet too great.” 

All the fixed assets in a balance sheet may be treated for 
depreciation in the way mdicatod in the preceding section. 
Enough was said on this subject in the previous chapter. 
Here we need merely say that the question of depreciation 
reserves should be reviewed by the financial management as 
the first step in the formation of a correct dividend policy. 

Another group of assets which the directors must examine 
carefully is that known as receivables — accounts, notes, and 
bills receivable. They represent, generally, moneys due the 
corporation for goods and services sold and delivered. Some 
of them may be uncollectible and it is customary, therefore, 
to set up on the liabihty side, in order to reduce the surplus, 
an item known as “Reserve for Bad Debts” equal to the 
estimated amount of receivables that will not be collected. 
Probably the managers can get at the accounts themselves 
to make the estimate, but they may find it simpler to use the 


** Failure to mamtniii Iho property is often coupled with wHat seems to Le 
a wantonly extiavagant dividend record But we must make allowances 
for circumstancea and not condemn too readily oven if we disapprove thor- 
oughly. When a corporation is in need of funds, it must seek them from 
investors m its seounties, to whom nothing makes so great an appeal as demon- 
strated income It la natural, therefore, that the management should seek to 
keep up the record of dividend payments Bemembor that the policy of paying 
dividends at the expense of maintenance docs not involve taking money physi- 
cally from one place and using it in another; it consists most f requontlv of msidi- 
otiB procrastination in making ropaiis or inability to compichcnd how now 
equipment may be necessaiy to keep abreast of new times. J. W Kendnok, 
the railroad expert who made a report in 1017 on the Missouri, Kansas & 
Texas B P foi the ipcoiver, said m effect that the former management utterly 
failed io iccogiii/e the coming changes in transportation methods and paid 
dividends fiom iOOG to 1914- amounting to $4,160,000 which had better have 
gone into pioperty 
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banker’s metliod. If a concern sells $300,000 worth of goods 
in a year and the terms of credit are thirty days, about one- 
twelfth of the total sales for the year will be represented at 
any time by present receivables. That is, the company ought 
not to have good accounts receivable much in excess of $25,000. 
If the concern has $75,000 of accounts receivable, probably 
a large part of them are worthless, and a reserve for bad 
debts for as much as $50,000 would not be too large. When 
this method is used, allowances must be made for seasonal 
changes in sales and for any other special circumstances 
that may affect the amount of receivables that normally could 
be expected at a given time. 

TViiat are sometimes known as the working assets may also 
need scrutiny. If a company has a large amount of raw 
material, material in process of manufacture, and finished 
products, it may have listed amongst its assets a quantity of 
unsalable goods which ought either to be written down or 
offset by a reserve. In times of fallmg prices, such as the 
years 1920 and 1921, prices of inventories may fall very 
rapidly and even though the goods can be sold, the values 
placed in the balance sheet to represent them may be too 
high.** 

Assets such as patents, copyrights, patterns, publishers’ 
plates, and so forth, should not be carried at large values by a 
concern that makes any pretense at conservatism. Of course. 


** See table No 9 on page 464. When pnoes began to neo, some Amencan 
companies set up special reserves against the contingency of a drop m the 
value of inventories The American Woolen Company set aside m 1917 a 
reserve for shnnkago in value of mventories amountmg to $7,000,000 and 
added $7,600,000 to it the following year, the reserve at Ijbat time bemg equal 
to 39 per cent of the value of the inventories. The company oamo through 
the pamo of 1921 with its $32,000,000 surplus practically unimpaired, at the 
same tune maintaining the 7 per cent dividend on its common stock. 

Another example is the Diamond Match Company, which is one of the 
few industnal companies of this countiy with a dividend record extending over 
60 years. A pwt of its success m maintaimng regular dividends is undouhtedly 
due to its conservative reserve pohoy. For example, m 1917 its inventory 
moreased about 100 per cent to $9,202,044. In the foUowmg year “with 
reahzation of the fact that many of the chemicals it employs would be subject 
to sharp price dochnea should the war end, the company set up as a reserve 
against the December 31, 1917, inventory figures the sum of $1,700,000, an 
amount equal to nearly 20 per cent of the book value of the mventory. As a 
matter of fact, the toM reserve must be not far from $2,000,000, because at 
the end of 1916 a special reserve to ‘protect stocks against price deohne’ of 
$300,000 was made ” Boston Nem Biueau, Maich 20, 1918, The company 
has contmued its oonsorvative reserve pohoy. 
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the given corporation may be turning a considerable portion 
of its revenues into assets which will produce income for a 
number of years and it would be unfair, therefore, to count the 
cost of these assets as expenses to be deducted from revenues.” 
The conservative practice is to give them a reasonable value 
at the inception and to write them off over their period of 
usefulness. A patent, for example, with a life of seventeen 
years, may easily lose its value through competition with 
some other device, by change in fashions, or from some similar 
cause, and it would be more conservative, therefore, for the 
value of the patent to be written off over a period of ten 
years than over the full peiiod of seventeen years. 

On the other hand, even after the expiration of a patent, 
there may stUl remain a valuable asset in the form of good- 
will created by years of association in the minds of the public 
of one trade mark with a patented article. For example, 
after the expiration of the Bayer patent for the manufacture 
of aspirin, other companies manufactured the product. Many 
users of aspirin, however, still insist upon buying Bayer’s. 
Thus the patent, in effect, has had a life of more than seven- 
teen years. 

Reserve for expansion and promotion. — Sometimes the 
directors will desire to undertake a campaign of expansion 
that will use the earnings of the company for a number of 
years, and they will mdicate in their reports to stockholders 
that the latter need not expect dividends out of these appro- 
priated earnings. Wo have already referred to the reserve 
"Appropriation for Working Capital,” that is found in some 
companies’ balance sheets. The Nippon Yusen Kaisha®® 
has a reserve for the construction and expansion of the fleet; 
this is merely an entry on the hability side of the balance sheet 
notifying the stockholders that a part of their earnings has 
been "ploughed into the property,” namely, into new boats 
and new equipment. 

Two other methods of solving this problem are available: 
one is to turn the earnings over to the stockholders and to 
get the needed funds through the sale of securities, and the 
other is to keep the funds in the company but to pay a stock 


” “I have found in organi.iing induslmls that trade mailce when properly 
protected are quite as valuablo as bnoka, mortar and machinery ” C. R. 
Fhnt, “Memories of an Active Life,” page 306 

' See 0. W. Gorstenberg, “Materials of Corporation Finance.” page 624. 
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dividend on the basis of the profits they represent. As we 
shall see later, either of these two options is preferable to 
simply “ploughing in the earnings.” 

One form of expansion that such a reserve may facilitate 
is the acqmsition of companies to effect a horizontal or vertical 
merger. This type of consolidation is explained on page 616. 

Obligation reserves . — We saw in the chapter on si nkin g 
funds that wherever a specific fund is sot aside to redeem an 
obligation at maturity, the fund should be protected on the 
liability side by a reserve. Before dividends are paid, direc- 
tors should examine all their obligations represented by secur- 
ity issues to see that the funds are being maintained and 
that any reserves reqmred by agreements in these security 
issues are properly set up. 

In these days of high taxes a reserve for taxes is usually 
necessary. For example, at the present time the Federal 
income taxes imposed on corporations with large incomes 
amount to 18 per cent of the profits (sec page 178), and are 
payable about March 15, although they may be spread over 
the later months of the year. If the corporation showed 
profits of $80,000 for its first year of operations and the balance 
sheet of December 31 was balanced with a surplus amounting 
to $80,000, $14,400 of this amount should be taken out of the 
surplus account and turned into a reserve for taxes. 

Reserve for retirement of preferfed stock and bonds. — 
Closely akin to sinking fund reserves are reserves created 
arbitrarily for the retirement of securities that the corporation 
IS not obligated to redeem, but which are subject to call.®® 
The corporation creates the reserve in order to he able in the 
future to redeem the securities and thereby reduce fixed 
charges, strengthen the position of the company, and make 
available to the common stockholders a larger return on their 
investment. 

Patent protection reserve . — A company that has control 
of a market through its patents, or whose business is hkely 
to be affected by patents, must be prepared to acquire other 
patents that affect the business, or to make arrangements 
to operate under a patent held outside of the company. Fur- 

M On October 2, 1931, the United States Supreme Court decided in U. S v. 
Kirby Lumber Co. that if a corporation issuea bonds at par value, and repur- 
chases the bonds at less than par, the excess of the par value over the purchase 
puce is mcome for the taxable year. Bee page 303 for statutoiy exception 
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thermore, it must be in a position to maintain litigation to 
protect the patents it holds. An adequate patent protection 
reserve would enable the corporation to meet any situation 
affecting its patent position that suddenly presented itself. 
Even after the patent has expired, the reserve may be main- 
tained to protect the goodwill of the patented article by 
adveitising. 

Insurance and welfare reserves. — Most people understand 
the service of an insurance company in distributing risks. We 
cannot go into that theory here. Where, however, a com- 
pany has a number of properties located at different places, 
subject to imminent hazards for protection against which 
insurance companies would demand heavy premiums, it may 
be better to let the property insure itself. For example, if a 
shipping company has ten similar ships- and the premium to 
cover one is one-tenth ite value, the corporation can afford 
to lose a ship a year in place of taking out the insurance." In 
such cases the corporation, instead of paying premiums to 
insurance companies, usually sets up an “insurance reserve” 
and invests the amount that would be turned over to the 
insurance company in the extension and improvement of its 
properties. In effect, as far as the shipping company that 
we had under consideration is concerned, the eleventh ship 
may be bought with what otherwise would go to the insur- 
ance company and if one of the eleven ships is lost, the com- 
pany is no worse off than it would have been had it taken out 
the insurance. “ Of course, the directors must be careful to 
guard against the loss of property that must be replaced 
immediately; such a necessity calls for an immediate invest- 
ment of funds which might not be available if the money were 
invested, not in an insurance policy, but in fixed assets that 
cannot be readily converted into cash. 

Frequently, corporations promise then employees various 
forms of pensions. It is only fair that the funds which will 
be needed to meet these obligations shall be accumulated out 
of the employees’ services, and the company, therefore, should 
from year to year reduce its surplus profits by a sum estimated 
to be necessary for this purpose. Such a reserve will likely 


® See 0. W Gerstenberg, "Matonals of Corporation Finance,” page 624. 
“Powder and chemical oompanies are apt to follow this practice. The 
General Gheiuioal Co , a constituent of the Allied Chemical & Dye Corp., 
wrote $60,000 into its iasutanoo fund in 1916 and $160,000 in 1917. 



SURPLUS AND DIVIDEND POLICIES 


587 


be called a “reserve for pensions. ” If a company engages in 
welfare work, as for example, building homes for employees, 
rest rooms, gymnasiums, and the like, such capital assets 
coming from profits can hardly be called producing assets 
and will therefore be offset by a reserve.*® 

Reserves for improvements necessitated by changed 
social conditions. — Certain types of business enterprise are 
forced to make expenditures at unexpected times because of 
changes representing social progress. Such a change, for 
example, would be a requirement that all overhead wires be 
buried underground. Usually, such changes do not result 
in an increase in the profits of the coiporation. A reserve for 
such a contingency is in the nature of a reserve for deprecia- 
tion due to obsolescence. For example, when the overhead 
wires are replaced by underground conduits, the new asset 
merely replaces the obsolete equipment. 

Contingency reserves. — Many unforeseen situations arise 
m business that make it necessary for the company to have 
realizable assets readily available. For example, the corpora/- 
tion may face a period of low earnings caused by the invention 
of a new product which replaces one the corporation has been 
marketing, or by the invention of a new process, or by a change 
in the design of its product. During the adjustment period, 
when the company is maldng the necessary changes in its 
methods of production or reorganizing to permit the manu- 
facture of the new product, it will need the protection of the 
contingency reseiwe to help it through the change. Similarly, 
the contingency reserve may aid the corporation through a 
difficult period occasioned by changes in consumer demand or 
by unexpected casualties. The contingency reserve may also 
be used to take advantage of unforeseen opportunities for 
increasing profits. The company that is in a position to act 
when it sees an opportunity to make profits, will advance 
more rapidly than one that does not pursue a policy of prep- 


** Perhaps the statement in the text would lead one to believe that the 
author did not appreciate the dollars-and-oents value of labor maintenance or 
welfare woik We beheve it pays best when it is unselfishly earned on and 
least is expected of it A teacher knows that gratitude blossoms only when 
there is no intention of gathering fiuit A clipping, unfortunately undated, 
tells the story’ “A special reservo was estabhshed in 1916-1917 for improvmg 
the worldng conditions of employees. It was one of the best investments the 
company ever made. As a result, Ameiican Car and Foundry has an oigani- 
zation that is second to none m busmess from the standpomt of cfSciency,” 
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aration for such opportunities through the creation of ample 
reserves. 

Dividend equalization reserve. — We shall see later that a 
corporation gains much by paying a uniform rate of dividend 
year after year. Some companies, such as the American 
Car & Foundry Co., take out of the profits of good years 
certain sums which are labeled "reserve for dividends on 
common capital stock,” the purpose of which is to keep in 
the company a sufficient amount of profits to equalize the 
dividends for the lean years. 

American v. foreign reserve practice. — We have enumer- 
ated a number of forms of reserves. After all, they are 
fictitious entries on the liability side that serve to reduce the 
surplus. In foreign countries it is quite customary to break 
up the surplus in this way « In America the practice has 
been to let one general account — the surplus — stand for all 
these reserves In other words, the corporation will always 
maintain a large surplus, the purpose of which is to accomplish 
the many objects for which foreign corporations set up sepa- 
rate reserves. 

Arguments in favor of a large surplus. — The arguments in 
favor of a large surplus, given in the 1912 report of the presi- 
dent of the American Telephone & Telegraph Co. to the stock- 
holders, show that in the American corporation the surplus is 
a sort of multiple reserve; the report contained the following 
statement: 

Among the more important advantages to a company of a laige surplus 
represented in the fixed assets are the following. 

It strengthens the company’s credit, enabling the company to make its 
interest and dividend payments uniform and dependable. 

It enables the company on the strength of this credit to obtain its capital 
requirements on the most favorable teims. 

It enables the company to nde out commercial and financial disturb- 
ances which might otherwise cripple or destroy it 


For example, see C. W. Gorstonberg, "Mateiials of Corporation Finance,” 
page 622 

However, exceptions to the general practice may bo found. For example, 
the American Car & Poundiy Co , in its lepoit for 1938, earned in addition to a 
general surplus of $24,060,700, tho following reaeives. 

For msuranoo .. ' ji, BOO, 000 

For gonorol ovoihaulmg, improvamonts, ivnd raomlonanoo 8,700,474 

For Bmployeos ,, , , , 02,208 

For dmdonds on ooraTaon oopital slook, to bo paid when and as 
deolarod by board of diraotoro , . . 2,888,646 
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It enables the company to mamtain at all times the highest state of 
efficiency in its operation, which would be impossible for any company 
which IS obliged to adjust its more or less inflexible operating expenses to 
the constant and inevitable fluctuations of business 

It IS a reservoir, as it were, which, suppbed by a fluctuating stream of 
gross levenue, enables the company to maintain even and uniform disburse- 
ment foi service, maintain a uniform operating organization, and that high 
state of efficiency which can result only from a permanent operating force. 

Another illustration of the same practice is furnished by 
the foUowmg remarks of the chairman of the United States 
Steel Corporation at a stockholders’ meeting held on April 
19, 1915; this statement was made in answer to questions 
propounded by stockholders of the company: 

Assuming we have earnings for a certain year of one hundred and fifty 
millions of dollais, it requires to pay the interest on our bonds, our taxes — 
which have giown immensely, I am soiiy to say, as all taxes have — to pay 
the dividend at the rate of seven per cent on the preferred stock, which 
you know is in advance of all dividends on the common stock and must 
be taken care of, and to put into our sinking fund or leplacement funds 
a sufficient amount to keep om pioperties and to take care of the raw 
pioducts that have been mined and smelted or burned, it requires some- 
thing like seventy-five or eighty milhons of dollars — I am giving all the 
time approximate figures Now, you see, that would leave seventy milhon 
dollars out of the one hundred and fifty millions. During the year it 
may be necessary, as it is every year, to make large expenditures for new 
properties. [The late Judge Gary explained that three plants had been 
built, one of which required the expenditure of $100,000,000, and added, 
“if we did not take care of our particular busmess others who were coming 
into it would take it away from us.” For the same reason money was 
needed to substitute open-hearth furnaces for those roquiied by the Besse- 
mer process ] 

Then it was necessary for us to go into the manufacture of coke by 
the by-product system, at costly plants, where we not only get as good coke 
as we did by the old bee-luve oven process, but we save the by-products 
and eventually they will be very profitable. And just now, in war times, 
we are getting ready to produce by-products of very groat value, very 
much needed for war purposes While we keep out of the war business, 
yet we sell to those in this country who need these products. And it has 
been necessary in many ways to spend large sums of money in taking care 
of your properties. 

We have, by my illustration, seventy millions of dollars left from the 
earnings of the year. You can see that it may be necessary to expend in 
one year thiity or forty million dollais for those purposes And you may 
be certain that we do not expend anythmg that is not absolutely necessary. 
Now, suppose a lean year comes along, and we only make eighty or ninety 
million dollars, you see we have nothing left Now, then, when we make 
these expenditures we have the right to capitalize them and to issue bonds 
against them, and we have done that to some extent in the post, but largely, 
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as you know, we have paid out of the surplus earnings the cost of these 
very great extensions and improvements so as to avoid increa&ing our hxed 
charges. Now, in doing this we have charged to capital a part only of 
the expenditures, and the othei part we have charged to cost of operation. 

To the extent that we have decided to charge to capitalization and leave 
these expenditures in the position Where wo could issue seouiities against 
them it we desired to do so, to that extent, of course, there is a surplus. 
But it IS not a sm'plus in cash, it is in property. And, being m property, 
it IS not available for distribution in dividends, as you can sec. So that our 
surplus which we report from time to time is not only legitimately, but 
conservatively, stated We have not kept any more cash on hand than has 
been necessary to run our business We need, when business is good, about 
seventy-five million dollars in cash And we aim to keep about that 
amount on hand. 

, Sources of surplus. — We may summarize our discussion of 
dividend policies up to this point dividends, from a legal view- 
point, are payable out of excess of assets over liabilities; but 
we must be sure that the excess of assets is real, and to get 
this assurance we must see if proper reserves have been sepa- 
rately set up or whether, if the reserves are included in the 
general surplus, a reduction of that surplus by the amount of 
the proposed dividend would in effect impair those reserves. 

We now come to the second step in the scientific analysis 
of dividend policy. Wc must see how the excess of assets was 
built up. The sources from which a company may earn and 
accumulate profits must be understood before one attempts to 
formulate any rules as to what disposition should be made of 
these profits. These sources may be briefly summarized as 
follows: 

1. Earnings from regular operations. Ordinarily this is 
the source of profits. 

2. Earnings from outside operations. 

3. Income from securities of subsidiaries. 

4. Sale of assets at an amount in excess of their cost or 
book value. 

5. Eevaluation of assets. 

6. Sale of securities at a premium. 

7. Paid-in surplus. 

8. Reduction of capital stock or capital. 

9. Conversion of unnecessary reserves into surplus. 

‘ 10. Donated surplus. 

H. Surplus derived from constituents of consolidation. 

12. Surplus accumulated from earnings of previous years. 
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We shall now examine each of these sources separately and 
see if, from the standpoint of financial expediency, surplus 
built up from each source is available under any circumstances 
for dividends. Incidentally, we shall refer to some legal prob- 
lems arising from the nature of the source of surplus.^® 

Earnings from operations. — Other conditions being favor- 
able, a surplus built up from this source should be distributed 
as dividends. A company exists primarily for its stockholders 
and they have a right to receive the earnings made from 
operations. 

Income from subsidiaries. — As subsidiaries make profits 
and their surpluses swell, dividends may be paid to the parent 
and the parent may in turn use them for dividends to its own 
stockholders. Of course, subsidiaries should not be ' ‘ skinned ’ ’ 
to enable the parent company to make a good showing. On 
the other hand, subsidiaries should not be permitted to accu- 
mulate large surpluses which, when turned over suddenly to 
the parent, enormously enhance the value of the latter’s stock. 
Such a proceduie would easily result in manipulation.^®® 
Sales of appreciated property. — The general principles 
governing the determination of “what is income,” disclosed 
by rulings of the courts and of the Treasury Department under 
the Federal Income Tax Law, are to the effect that increases 
in the value of capital assets are not true income until they 
are “realized” through sale of the assets. Some authorities 
would have it that increases m the value of assets, even when 
realized through sale, should not be taken as the basis of 
dividends.^® The true principle, it would seem, is that profits 
from the sale of unnecessary property may be used for divi- 
dends, whereas the proceeds of property sold to be reinvested 
in similar property, even to the extent of the profits realized 
through the sale, should not be used for dividends. The 
reason is that the new assets take the place of the old assets 
and the sale therefore does not actually “realize” the profits. 

The Socuiities and Exchange Commission has luled that legistcrcd public 
utility holding companies and their subsidmiics shall not pay any dividends 
out of capital oi unearned surplus, and has provided a uniform system of 
accounts foi such compamos Therefore many of the prmciples mentioned 
below may not bo applicable to companies subject to the Ribhc Utity Holding 
Company Act of 1935 

See, for es.ample, Harriman’s pohoy, W Z Ripley, “Railroads, Einance 
and Organization," page 515 

®“Soe A. S Dewmg, “Coiporate Promotions and Reorganizations," pages 
178-9, footnote S 
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Revaluation of assets. — On the principle that “whatever 
goes up may come down , " a profit indicated on the books of 
a company through a process of revaluing assets ought not 
to be made the basis of a dividend unless the dividend is called 
for by very special circumstances.^’' Where, for ex.'imple, 
cumulative preferred stock is much in arrears, and an honest 
revaluation will show a surplus that could clean up the arrear- 
ages, the surplus may be created in this way and a stock divi- 
dend may be paid provided the present and prospective 
earnings are and will be ample to maintain dividends at a 
reasonable rate on the new capitalization.*® 

The tendency of corporations to increase their reserves and 
to invest amounts representing reserves in marketable securi- 
ties, as well as the widespread development of investment 
trusts, has made the question of revaluation of securities 
extremely important. The surplus of an investment trust 
is derived principally from dividends and interest on securities 
owned, and from profits made in the sale or exchange of 
securities. Suppose that the securities owned havo risen 
tremendously in value, as they did from 1925 to 1029, and 
that the securities have not been sold — ^may the investment 
trust declare dividends from a surplus created by revaluing 
the securities on the basis of their market value? And when 
a drop in market prices occurs, such as happened from 1929 
to 1932, must a revaluation of the securities be made on the 


” The danger of paying dmdonda out of revaluations is shown by the 
following resolution of the boaid of duectors of the Cities Service Co , adopted 
in the autumn of 1916, intended, no doubt, to give oonhdonoe to prospective 
purohasers of securities as well as to present security holders. 

That until such tune as there hae been invested in the property of the Cities Service Co , or 
its subsidianee, from the earnings of the company, a sum equal to the entire par value of the 
preferred stook then outstanding, there shall be no dividends paid in cash on the common stock 
in excess of 6 per cent per annum, unless the company shall, for a pciiod of six months, have 
purchased and retired all preferred stook that can be purchased in the open market at 110 per 
sent or par or less That until the foregoing has been complied with, no surplus or portion of 
surplus created by an increase due to the revaluation of assets, already corned on the books , 
may be used os a basis for the distnbution of cash dividends on the common stock. 

“ Sea, for example, A S Dewing, “Corpoiate Promotions and Beorganizo- 
tions,” Chap. I. Foi a bnef discussion of the law, see anie, page 660 Many 
companies revalued thdr properties in their balance sheets at the beginning 
of the period of high taxes to get the benefit of high invested capital under 
the excess profits tax, and the benefit of adequate allowances for depreciation 
and depletion under the income tax For example, a clipping from the Boston 
News Bureau, of May 23, 1918, stated that the New India Quicksilver Mining 
Co. had "marked up property valuation from practically nothing to $3,689,700 
in, order to have a more equitable basis from which to figure taxes and ore 
depletion.'’ 
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basis of current market value, and must the surplus be dimin- 
ished accordingly? The matter of paying dividends out of 
a surplus created by unrealized appreciation of secuidties is 
left entirely to the discretion of the directors in cases where 
the statute does not require that dividends be paid out of 
earnings. In practice, many investment trusts have declared 
dividends out of surplus thus created. As to the second 
question, court decisions are not helpful in arriving at a 
solution. In general, a marking down in the value of securities 
should be made if the decline in their value is attributable 
to an actual decline m their investment merits. 

Sale of securities at a premium. — If a share of stock that 
has a par value of $100 is sold at $125, the premium of $25 
might be reflected in the surplus. And the same thing is true 
of a bond sold at a premium. May and should a premium, 
and an increase in the surplus thus created, be made the basis 
of a dividend^ The answer is, dividends may be paid from 
these sources if the transaction does not amount to fraud,*® 
but they should not be paid from these sources unless the 
stockholders and bondholders knew before they paid for their 
securities that a part of their money would be used for divi- 
dends. When people put money into a corporation, they 
expect their investment to be used for the production of 
operating profits. Even the bondholders expect that the 
strength of their security will be maintained by an investment 
of all their funds in useful projects. 

On the other hand, a corporation may say to prospective 
stockholders, “In order to start dividends immediately, we 
will charge you a premium on your stock and will use the 
premium as far as is necessary for dividends in the early 
years. ” 

But if, after a premium has been charged to purchasers of 
stock, dividends are paid out of the premium, and then the 
corporation advertises in connection with the further sale of 
its stock that “ dividends have been paid at — per cent, ” with- 
out revealing the source of the dividends, the prospective pur- 
chaser would undoubtedly be justified in beheving that the 


® A. Maehen, "Modem Law of Corporations,” Seo. 1334 and oases there 
cited The Interstate Commerce Commission prevents payment of dividends 
out of piemiums on the sale of securities by providmg special accounts for 
them. See H. Adams, “American Railway Aooountmg,” pages 177-8 and 
44^9 See also footnote 45. 
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dividends were paid out of the earnings of operations. If he 
parted with his money on that assumption and later the com- 
pany failed, he would probably have a good cause for action 
on account of misrepresentation. 

Dividends from paid-in surplus. — The statutes which 
permit the directors to allocate a portion of the consideration 
received for non-par stock to capital and the balance to paid-in 
surplus, make it legal for them to turn back to the stock- 
holders, in the form of dividends, a part of the price paid for 
the stock.®” The purpose of permitting part of the purchase 
price to be thus distributed is to enable the corporation, which 
has raised new capital on its promise to pay dividends, to do 
so during the period that must elapse before dividends can 
be paid out of earned income. The payment of dividends 
before earnings warrant them — ^though there is always the 
danger that the surplus may be exhausted before earnings are 
realized — may help the credit of the company. Certainly it 
aids the corporation in sclhng its securities, and, incidentally, 
the investment bankers in marketing new issues of stock. 
Laws permitting the payment of dividends out of surplus 
created in this way have been subject to criticism on the 
pound that in the hands of unscrupulous managers the law 
is subject to abuse.®^ The use of paid-in surplus for dividends 
is more easily justified for preforiod stock than for common 
stock. 

The creation of paid-in sm’plus is not confined to allocation 
in the case of non-par shares. For example, upon the issu- 
ance of additional stock by a corporation which has an earned 
surplus, the price may be fixed at a figure that enables a 
ratable part of the consideration, equal to the amount of 
the earned surplus applicable to each share theretofore out- 
standing, to be regarded as paid-in surplus. This has the 
effect of keeping the surplus which is available for dividends, 

“lyid-in surplus originating through contributions to surplus at the 
beginning of busmesa was little known before non-par stock oamo into use 
Formerly,^ such paid-in surplus was found principally m the balance sheets of 
banking, insurance, and trust companies, which received paid-in surplus to 
strengthen their credit, or to reduce the double liability to which stockholders 
of banks are usually liable. It was also occasionally created m tne ease of 
corporations wliich issued two classes of stock, the common paying more 
par value in Older to create a surplus out of which dividends on the preferred 
could be paid durmg the first yeais of operation 

“ See A .A . Berle, “Investors and the Revised Delaware Corporation Law,” 
CiolvDnbia Lavf Remw, May, 1929. 
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proportionately the same after the additional shares are 
issued as it was before the increase. For example, suppose 
a corporation has capital stock of $100 a share and an earned 
surplus equivalent to $50 a share. Upon an increase in the 
stock, the price may be fixed at $150 a share, $100 to be 
regarded as capital and $50 as paid-in surplus. Paid-in 
surplus created in this way may be treated as earned surplus 
and the principles governing distributions of dividends from 
earnings would be applied in its distribution. 

Reorganizations of corporations which have a surplus at 
the time of the change in organization may result in the 
creation of a paid-in surplus. For example, if corporations 
A and B, each having an earned surplus, form corporation C, 
the new corporation will begin with a paid-in surplus equal 
to the combined surpluses of A and B. The distribution of 
dividends from such surplus is discussed on page 697. 

Surplus from reduction of capital stock. — Paid-in surplus 
may originate from an authorized reduction in capital stock 
or m the capital represented by non-par shares. The reduc- 
tion, of course, must be made according to statute and only 
if the rights of the various classes are preserved. The advis- 
ability of paying dividends from such a source is questionable, 
since in effect a distribution of this kind is a return of capital.®^ 
The laws of the State in which the corporation is organized 
may make it illegal for a corporation to pay dividends from 
surplus thus created. For example, if the statute requires 
that dividends be paid out of net earnings or profits, a divi- 
dend from this source would be illegal. In at least one State, 
Ohio, the corporation must inform the stockholders of tho 
source of the surplus from which dividends are paid if the 
payment is not out of earnmgs. Such a procedure is advisable 
even when not required by law. 

Converted unnecessary reserves. — Wq have seen that 
reserves are in effect “ear-marked” parts of the surplus. If 
the company accumulates a reserve much beyond the require- 


“ Many coipoiations resorted to this method of creating surplus out of 
which to oonUnuo to pay dividends when the leduoed earnings of 1030 and the 
following loan yeais made dividend payments out of cuirent earmngs impossible 
The procedure was justified m the case of the investment trusts on tho ground 
that tho holders of the trust certificates weie leally lookmg to the income 
fiom the pledged securities foi thoir dividends; they v^eie entitled to the mcome, 
so the argument ran, m spite of whatever might have become of the maiket 
value of the collateral. 
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ments for which it is established, it may turn part of the 
reserve back into the surplus account and use the amount for 
the payment of dividends. Thus, if a reserve for depreciation 
was set up for an asset that was assumed to have a life of ten 
years, an original value of $1,000, and a residual value of 
$200, the company might use the straight line method and 
set aside from earmngs each year $80 If after fifteen years 
the asset was found still to be in use and giving satisfactory 
operating ejficiency, the reserve would amount to $1,200, 
$400 of which would be excessive. The reserve could then 
be wiitten down to $800 and the surplus increased by $400. 
It would seem fair under such circumstances to call the atten- 
tion of the stockholders to the change that had been made 
and to leave the amoimt in the surplus for some time before 
using it for dividends; otherwise the directors might subject 
themselves to the suspicion of manipulation. 

Secret reserves. — Somewhat akin to the subject of unneces- 
sarily large reserves is that of secret reserves, which may be 
mentioned here in passing. A secret reserve is one that is 
built up through charging capital expenditures to the revenue 
account. For example, if a railroad company substitutes a 
crushcd-stone ballast for cinder b.allast, the investment in road 
and structures appearing as an asset in the balance sheet 
should be increased by the difference between the cost of the 
more expensive stone ballast and the original cost of the cinder 
baUast. If this weio done, the surplus would be proportion- 
ately increased. However, the whole of this cost — ^before 
the days of uniform accounting — ^might be charged to operat- 
ing expenses and not revealed as an asset at all. To the 
extent that the asset should have been increased but was not 
increased, there exists a secret reserve. If, now, at a subse- 
quent period this asset is written into the balance sheet and 
the surplus is proportionately increased and dividends are 
also proportionately increased, the directors might make 
considerable private profit out of the unexpected melon. This 
they could do by buying the stock from ignorant stockholders 
who do not know of the secret reserves. 

Donated surplus. — ^Frequently, stock will be issued to a 
promoter for an asset of uncertain value, such as a mine, a 
patent, or goodwill, and the promoter will return part of the 
stock to the company to enable it to sell the stock below par.®* 


See emte, page 132. 



SURPLUS AND DIVIDEND POLICIES 


597 


If, for example, a mine is transferred for $1,000,000 of stock 
and then $500,000 of the stock is returned to the company, its 
balance sheet will appear as follows' 

Mme $1,000,000 Capital Stock $1,000,000 

Treasury Slock 500,000 Surplus . 600,000 

Can the company pay dividends out of this surplus 7 The 
same general principles apply here as were explained in con- 
nection with dividends paid out of premiums, (see page 693). 
If the promoter in this case sold $60,000 of the treasury stock 
“at 50,” and incurred an expense of $5,000 in so doing, the 
balance sheet would read 

Mine $1,000,000 Capital Stock $1,000,000 

Tieasury Stock 450,000 Surplus 470,000 

Cash 20,000 

Suppose, now, that he uses the $20,000 to pay a dividend 
of 2 per cent and that he advertises the remainder of the 
treasury stock for sale, stating that “an initial dividend of 2 
per cent has been paid on this stock.” He has made two 
mistakes — to use a euphonious word: first, he has misappro- 
priated part of the money mvested by the people who bought 
the first $50,000 of stock; they committed their money to 
him on the imphed understanding that the money would be 
used for the ordinary expenses of the company and for pur- 
chasing machinery with which to work the mines. In the sec- 
ond place, the new stockholders — ^those he is trying to induce 
to come into the company on the basis of the dividend — 
have the right to assume that the dividend was paid from the 
proceeds of operations. It will be seen, therefore, that 
dividends from this source should not be used without a full 
understanding by all parties concerned. 

Surplus derived from the constituents of consolidation. — 
Where corporations A and B consohdate to form company X, 
the balance sheet of X will likely reflect in its surplus item the 
combined surpluses of A and B. Before X pays dividends, its 
directors should examine the sources of A’s and B’s surpluses 
and apply to them the rules stated above as to the expediency 
of paying dividends from the various sources. 

Surplus accumulated from earnings of previous years- 
We saw how American companies build up large surpluses 
which act as dividend equalization reserves. Dividends are 
paid from such a surplus under two circumstances* (1) in lean 
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years when the regular rate cannot be maintained out of cur- 
rent earnings,®* and (2) as a “melon” or extra dividend, when 
the surplus becomes too laigc and the directors believe too 
laige a pait of the profits has been undistiibutcd. 

From the standpoint of the Federal income tax, a corpora- 
tion thal was in existence befoie March 1, 1913, should keep 
a careful historical record of the condition of its surplus, since 
income taxes cannot be levied, pursuant bo the constitutional 
amendment that went mto effect Fcbruaiy 28, 1913, on 
income earned before March 1, 1913, though the general 
rule IS that every dividend is presumed to be paid from the 
most recently earned income. 

Assume that a coiporation liatfa suiplus of $100,000 on March 1, 1913, 
and sustained a net loss of $50,000 for tlie poiiod from that date to Decem- 
ber 31, 1922, although having eainings of $10,000 for the year 1022 
If it paid a dividend of $60,000 m 1923, at which time it had earnings of 
$30,000 for that year, only $10,000 of the dividend could be tieated as 
havmg been paid fiom surplus on March 1 , 1913 [and this amount would 
be tax-free in the hands of the stockholders] ®® 

A definite dividend policy. — ^We have seen that the first 
two steps in the solution of the problem of whether or not a 
dividend should be declared, are. (1) an examination of the 
company to ascertain if a dividend legally can be declared, and 
(2) an examination of the sources of the surplus to see if the 
dividend can be declared from the standpoint of expediency. 
Certain other questions may arise: (1) is the cash position of 
the company such as to jimtify a distribution of cash at the 
present time; (2) what are the future prospects of the business 
itself, and of the general economic situation of the country? 
If, for example, the company is expandmg rapidly and needs 
plenty of cosh, which on account of external conditions can 
be raised only at a high premium, the corporation may be 
justified in withholding a cash dividend. (3) If a cash divi- 
dend cannot be paid and some distribution should be made 
to satisfy the equities between present and future owners, the 

'*Aii mteroslmg study of dividend polioioa during llio depression, based 
upon loports of 348 corporations, mdioated that the numbei of corpoiations 
which dipped into their suiplus to pay dividends duriiig the buHinesiS eyole 
1929-1936 increased lapidly in 1930, loached a peak in 1931, deelinod a bit in 
1932, and then fell oif shaiply See R L. Tebeau, “Dividend Policies Dm mg 
the Depression,” Dun’s Remew, Apnl, 1938 

" 'Die Supreme Court oi the Umted States has hold that a surplus accu- 
mulated pnor to March 3, 3913, Is reduced by subsequent oporatmg losses. 
HdlyexJng v. Canfield, (1934) 54 S. Ot 868 
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choice lies between a stock dividend and a scrip dividend. 
Let us suppose, for example, that T holds a number of shares 
of stock in trust for L for hfe, remainder to B. We may 
assume that the corporation needs all the funds that it can get 
hold of and therefore does nothing in respect to dividends. 
However, the assets into which the earnings are ploughed 
increase in value and the surplus expands proportionately. 
We may assume that the book value of the stock in question 
was equal to par at the time T became the owner, and that 
the surplus expands during a period of ten years, bringing the 
book value of the stock up to $300 a share. Still nothing is 
done about the dividend. L dies, leaving a will in which A 
and B are given all his property. Immediately thereafter the 
company pays a 200 per cent dividend in scrip. If that scrip 
dividend had been paid ]ust before L’s death, it would all 
belong to A and B. Morally, they should get the scrip, since 
the earnings were accumulated during the Ufe of L and the 
general intent of the person creating the estate was that all 
the earnings on the stock should go to the life tenant, L. 
Since the company delayed the dividend till after L's death, 
however, the dividend would go to 12.®® From this point of 
view it therefore behooves a company to pay out its earnmgs 
regularly and if they cannot be paid in cash they ought to be 
paid in the form of scrip. We have already pointed out that 
a stock dividend should not be declared udess the prospects 


•" The rule known as tho Pennsylvania rule provides that dividends declared 
during tho life of a life tenant shall go to the life tenant to the extent that 
they were earned during the existence of the tiust, the rule is followed not 
only in Pennsylvania, but in California, Iowa, Minnesota, Mississippi, New 
Hampshire, New Jersey, South Caiulma, Tennessee, Veiraont, and Wisconsin 
Under the Massachusetts lule, followed as wcU by the United States courts and 
by the courts of Connecticut, Georgia, Illinois, Indiana, Maine, Michigan, 
Missouri, Nebraska, Ohio, Rhode Island, end West Virginia, cash dividends 
(and probably scrip dividends) go to the life tenant, while stock dividends go 
to the remaindeimon In New York, until May 17, 1926, the practice was 
sunilai to the Pennsylvania lule, giving extraordinary cash dividends to the life 
tenant unless they intrenched upon the capital of the tnist fund, m which event 
the extraordinary cash dividends were apportioned between life tenant and 
remainderman so as to preserve the intact value of the trust fund For trust 
funds created after May 17, 1026, the rule is that stock dividends belong to the 
remamderman; no change was made regarding ordinary and extraordinary 
cash dividends. The following States, having adopted the Uniform Principal 
and Income Act, follow the Massachusetts lule. Florida, Louisiana, Maryland, 
North Carolina, Oregon, and Virginia Tho facts in the problem lead to the 
conclusion that under either rule, the dividend havmg been declared after the 
termination of the trust, the dmdond would go to R. 
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for future earnings are sufiBiciently bright to warrant the 
expectation that they will yield a fair rate of dividend on the 
increased amount of stock that wdl be outstanding after 
the dividend is distributed. But this brings us to the next 
step in dividend policy. 

(4) Where earnings are unusually large, a stock dividend 
may be used as a step in the readjustment of the capitaliza- 
tion. If, for example, the company is earning at the rate of 
40 per cent on its outstanding stock, it may very well declare 
a stock dividend in order to reduce the apparent rate of earn- 
ings down to 20 or even 10 per cent. Unless the corporation 
has been accumulating its surplus for a number of years, it 
will have to write into the asset side some item such as good- 
will in order to build up a sufficiently large surplus to justify 
the 100 or 200 per cent dividend that wiU be needed. How- 
ever, goodwill appraised at a fairly high figure could easily 
be predicated upon earnings at the rate of 40 per cent. 

Unless the apparent rate of earnings is brought down by a 
stock dividend, the company will encourage competition, will 
incur the displeasure of customers who will feel that they are 
paying too much for the company’s product, and may invite 
some form of government action on the basis of alleged monop- 
oly or on the basis of general pubhc interest. 

(6) A dividend may be necessary to protect the interests 
of old stockholders when a company is about to sell a new 
issue of stock. A concrete example will malce the principle 
clear. A corporation was organized by several persons who 
from time to time added mvestments to the business and drew 
no dividends. Earnings were “ploughed into the business" 
till the time arrived when it was necessary to get a consider- 
able amount of new capital from outside sources. At that 
time the surplus exceeded the amount of capital stock out- 
standing; the capital stock, therefore, was worth considerably 
more than par. To get mvestors to pay more than par for 
their stock was known to be extremely difficult; if stock were 
sold to them at par, part of the surplus of the company would 
have been presented to them gratuitously. To escape this 
difficulty a stock dividend was declared before the new stock 
was offered to outsiders, thus transfer! ing the sole ownership 
of the surplus to the old stockholders. 

In establishing a definite dividend policy, which usually 
involves the adoption of a fixed regular dividend rate, the 
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directors must be guided by facts revealed in a study of the 
financial history of the company. The size of the surplus, 
the amount of fluctuations in earnings in past periods, the 
average earnings over the past five or ten years, and the 
frequency of periods resulting in operating deficits, as well as 
a consideration of the factors mentioned above, wiU form the 
basis of the diiectors’ decision. Conservatism in the pay- 
ment of dividends makes for accumulation of surplus that 
may eventually lead to the estabhshment of a higher rate 
and greater regularity of payments. 

Advantages of stable dividends. — The final aim of a cor- 
poration should be the declaration of dividends at a fairly 
stable rate year in and year out. Stockholders, of course, 
have the right to expect that as prices of all commodities and 
services increase, their income also will increase. A stable 
dividend policy, therefore, does not mean an inflexible policy, 
but one that involves the payment of a fair rate of return, 
talcing into consideration the gradual growth of the business 
and the gradual evolution of external events. 

A stable dividend record improves the credit of the com- 
pany and increases the value of the company’s stock. For 
example, for the ten years beginning with 1913, United States 
Steel paid annual dividends on the common stock as follows: 
1913 — 6 per cent, 1914 — 3 per cent, 1915 — 1 %, per cent, 
1916 — 8% per cent, 1917 — 18 per cent, 1918 — 14 per cent, 
1919 — 5 per cent, 1920 — ^5 per cent, 1921 — 5 per cent, 1922 — 5 
per cent. The ten-year average was 7 per cent. During the 
same time the National Biscuit Company paid 7 per cent 
annually. The average price of Umted States Steel common 
during that period was 85.5, whereas the average price of 
the National Biscuit Company stock was 115 

A similar comparison for the period 1922-1939 is not 
readily found. A survey of dividend records during that 
period shows a marked degree of irregularity even among 
corporations that in previous years had maintained a regular 
rate. The change indicates not an abandonment of the 
principle that a stable dividend record is advantageous to 
the corporation, but a tendency toward adjustments in capital 
structures resulting from the expansion of business units in 
the fibrst part of the period mentioned and from operations at 
a loss durmg the depression period. Thus m the period men- 
tioned, many corporations increased their capitahzations, 
^ving stockholders the right to subscribe to new issues of 
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stock at prices below the book value of the stock, others 
changed from par value to non-par value shares; still others 
lost their identity m mergers with larger coiporations or 
gi-ew in size by the consolidation movement, and many 
spht up their shares, giving old shaieholders anywhere from 
two to five new shares for each original share. Following the 
depression period, many recapitalizations occuircd to remove 
accumulated pi ef erred dividends Changes such as those 
frequently affect the dividend rate and make comparison 
ivith earlier years difficult. 

Attention should here be called to the fact that even in 
the case of cumulative dividends, arrearages are not made up 
with interest. A dividend skipped is like milk that is spilt. 
Small dividends, therefore, are preferable to no dividends,®® 

The bonds of railroads, and in some States, of public 
utilities, may become what are known as legal investments or 
“legals’' by maintaining a minimum dividend on all their 
stock. By this is meant that trustees and financial institu- 
tions such as savings banks and insurance companies may 
invest their funds in these securities; if other securities are 
purchased, the trustees or directors become personally liable 
for any loss that may be involved in a decrease in the value of 

" See page 344 for a discussion of the value of lights and thoir relation to 
dividends, 

“ The author likes to call the attention of students to the fact that the first 
fifteen yoais of interest on a 6 per cent bond is today worth all the lest of the 
bond-interest and principal. The icadci can verify that for himself by lefer- 
enoe to a piesont-woilh table on page 1024, Column B, of C W. Gerslonberg, 
Matciials of Corporation Finance.” If the roadoi will add the piosont worth 
of *1 00 for the first fifteen penods and multiply by 50 (each iiitorost payment 
on a 5 per cent bond is $60) he will find the present worth of the fust fifteen 
coupons to be about $619 If we assume that the piracipal is to be paid at the 
end of fifteen years, the present worth of $1.00 is shown to be $ 481 and theiefore 
the present worth of $1,000 will be $481, making tlio total present worth of the 
fifteen years and the principal exactly $1,000 The reader will also notice 
that if the payment of the piincipal is postponed one year (that is, if the bond 
becomes a sixteen-year bond) the present worth of the principal decreases by 
about $23 Howevci, another interest payment of $50 will be due, the present 
worth of which will also be about $23, and so year oftor year, as the piincipal 
is postponed ^that is, as the term of tho bond is lengthened— -tho present worth 
of the pnncipal will shiink by an amount equivalent to tho present worth of tho 
extra interest payment Therefore, no matter how long tho bond is extended, 
no matter how many coupons aro attached to tho bond, all of tho coupons except 
the first fifteen added to tho principal are worth today less than $500. If, 
therefoie, a promoter were to say to you, "1 will sell you these ten shares of 
stock, par value $100, foi $1,000, but the company is not likely to pay dividends 
for the first fifteen years, aftoi which it is sure to pay 6 per cent,” he praoMoally 
makes a proposal to you to take one-half of your money. Surely a bird in the 
hand fc worth two in the bush. 
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the securities. Since funds fiom trustees and financial insti- 
tutions make up a very large part of the investment ciedit of 
the country,®® it behooves a railroad or utility to conserve its 
resources in such a way that dividends will be paid out of 
accumulated surplus even when not earned currently. Since 
in some cases to become eligible the bonds must be those of a 
company with an unbroken dividend record of five years, one 
break in the record may disqualify the securities for a period 
of five years.®® 

The income tax regulations provide that a taxable dis- 
tribution made by a corporation to its shareholders or mem- 
bers shall be included in the gross income of the distributees 
as of the date when the cash or other property is unquali- 
fiedly made subject to their demands. It will be noticed 
that the tax is incurred in the year in which the dividends 
are distributed, not in the year in which they are earned by 
the corporation. Every reader of this book probably has had 
enough experience with the income tax to know that the rates 
are graduated; that the larger the dividend the higher the 
rates. Hence a corporation should not accumulate its profits 
and then distribute them in one year, thus making them sub- 
ject to higher rates in the hands of its stockholders than if they 
were distributed evenly, year after year.®^ For example, in 
1918 a statement was made in the financial press that the 
directors of the Atlantic, Gulf and West Indies Steamship 
Lines “have no thought of paying an extra dividend . . . The 
point is that control of A. G. W. I. is not in the open market. 
The directors themselves own control and the last thing that 
directors want at this stage is a big dividend, 50 per cent or 


“ In 1917, wien ths net earnings of tlie Boston Elevated Company dropped 
on account of mountmg costs, the statement was made that over half of its 
$26,686,000 of bonds were held by the savings banks of Massachusetts 

“ See footnote, p 366 Sometimes the legal status of a secuixty depends on 
whether the company has "earned and paid" the dividend, and m other cases 
on whether the dividend has been paid regularly In the former case accumu- 
lated surplus will not affect the legal status 

•^If the corporation should attempt to remedy the mistalce of havmg 
withhold dividends by declanng a stock dividend in special stock to be 
redeemed gradually, the stock dividend would piobably bo taxable, (See 
page 570); Even if it weie not, the result would probably be that the full 
amount received upon the redemption of the stock would be subject to Federal 
income tax as a dividend in the hands of the stookholdei. See Art, 116-9, 
Beg. 101 
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60 per cent of which they would immediately have to pay 
back to the Government in taxes.”®® 

Some statistics relating to dividend policies. — The follow- 
ing statistical material, though old,®® may prove interesting 


TABLE No 10 

COMPANIES WHOSE EARNINGS FLUCTUATE WIDELY, AND THEIR 
DIVIDEND RECORDS 



Avet aoB 
net 

earmnffs 

to ]/^a) B 

^ 0 / % of 

maximum averaoe 
deviation deviation 
from from 

averaoe net atiraffc net 
earnings earninga 

% di«- 

aa 

dividendi 

% 

retained 

a* •• i 

Burjtlua 

MANUPACrDBINO ‘ 

Steel, etc ' 

Bethlehem Steel Corp 

$16,763,277 

178 0, 

53 0 

30 0 

70 0 

Republio Iron & Steel Co 

6,279,377 

196 0 

93 0 

46 6 

62 6 

Motors 

Packard Motor Car Co 

3.671,670 

194 0 

70 0 

35 0 

66 0 

Pieroo-Arrow Motor Car 
Co 

988,670 

1000 0 

209.0 

100 0*> 

0.0 

Rubber, Hrea, etc 

U. S Rubboi Co 

11,066,365 

95 5 

45.8 

67 4 

42 6 

B. P. Goodrich Co 

6,376,749 

405.0 

116 0 

68 6 

414 

Textiles and leatlm : 
Ameijcan Woolen Co 

6,614,066 

122 0 

62 2 

72 6" 

27.6 

Conti al Leather Co 

3,878,712 

680 0 

210.0 

114.0® 

-14 0 

Foods, etc 1 

American Sugar Rof Co. 

7,097,603 

80 0 

66 0 

02 3 

8.7 

United Fimt Co 

12,361,133 

134 0 

60.6 

38 0 

62.0 

Mwcellaneous and Speeialliei, 
American Can Co 

5,982,308 

100 0 

282 

47 6 

52 5 

E I du Pont dc Neniours 

35,264,641“ 

134 0 

70 0 

70 6 

29.4 

Thadinq (Mail Older) 

Sears Roebuck & Co . 

9,880,877 

266 0 

60 8 

63 6 

46 5 


• Sue yeWB, 1916-1921 

During iho five years prior to M21, Picroe-Arrow bad reaerved 78"i of earninge In 1921 
a net lose of 93,709,712, including over 94,000,000 invoufcory adjustment, mped out tbeir 
entire surplus, causing a balance sheet deficit m excess of 91,000,000 
e This company has outstanding 910,000,000 7% preferred and 940,000,000 common The 
large proportion of preferred required relatively large dividend diebuieemente 
d Fr6ra 1012 to 1910 Centiol Leathei had letiuned over 9,17,000,000 out of not earnmgs of 
$72,000,000, or 48 8"J Duo to the heavy liiesCB in 1920 and 1021, the entire or cumulated 
surplus for over eight yoaie woe wiped out, causing a balanto sheet defloit of 90,80!l,818 

*4 Boston Netos Bureau, Pebiuary 4, 1918. 

•• Studies based on dividend records for tlie years given in those tables 
illustrate the points made in this chapter pci haps hotter than would studies 
bawd on more recent dividend records, on account of tho influence of the con- 
ditions outlined on page 001. 
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m connection with some of the principles already stated; 
it is doubtful, however, if information of this kind has much 
'value, since in every case surrounding chcumstances, such 
as the historical growth of companies, the form of the financial 

TABLE No, 11 


COMPANIES WITH RELATIVELY STABLE EARNINGS, AND THEIR 
DIVIDEND RECORDS 



Averaot* 

net 

earntnga 

10 year a 

%or 

maximum 

devtatton 

from 

averaae net 
carrangB 

%of 

average 

deviation 

from 

average net 
eamtnffa 

% (if 
net 

eajntnga 
paid as 
dwdenda 

%<lf 

net 

earntnga 
cat ned to 
aurplua 

American Radiatoi Co 

$2,640,426 

36 

17 6 

90 6 

9.4 

Bush Terminal Co 

690,468 

65 

318 

68 0 

42 0 

American SnuS Co 

1,782,794 

17 

80 

86 9 

131 

Diamond Match Co 

1,816,512 

45 

24 0 

70 5 

29 6 

General Cigar Co 

1,851,486 

86 

28 2 

66 7 


Liggett & Myeia Tob. Co. 

7,166,200 

38 

12 6 

62 8 

37.2 

Meigenthaler Lmo. Co 

2,106,367 

36 

214 

76 0 

26 0 

P Lorillard Co 

4,886,816 

34 

20 4 

67 6 

32 4 

National Biscuit Co 

4,967,952 

24 

116 

76 0 

24.0 

National Load Co 

3,556,441 

36 

28 0 

74 0 

26.0 

Standard Milling Co 

1,427,261 

60 

32 4 

50 6 

49.4 

United Shoe Mach. Coip 

6,462,583 

72 

25 5 

76 4 

246 

S. S, Kresge Co 

1,760,091 

93 

37 6 

29 0 

710 

P W. Woolworth Co . 

8,483,730 

62 

22 3 

63 4 

66 6 


TABLE No. 12 

DIVIDEND RECORDS OF IMPORTANT INDUSTRIALS 
ESTABLISHED TWENTY YEARS OR MORE 



ConseciUm 
years of 
dends to 

Jan 1, 1028 

Average 

dwtdmia 

% 

t 

American Sugar Refimng Co 

31 

8 72 

Diamond Match Co 

32 

9 93 

General Electric Co 

21 

8 65“ 

Mergenthaler Linotype Co 

27 

14 30 

National Biscuit Co 

23 

6 76 

Pullman Company. . . . 

46 

8.67'* 

Swift & Company . 

34 

7 91 

United Fiuit Co 

23 

9 43 

Westmghouse Air Brake Co ... 

46 

30 30" 


* Also in stock 


l> Also 106% in stock 

° Also stock dividends amounting to 73H% 
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plan, conditions in the industry, tax burdens, and the like 
questions, have great influence in the policy followed.®'* 

TABLE No 13 


PERCENTAGE OE NET EARNINGS DISTRIBUTED BY ENGLISH 
AND AMERICAN COMPANIES’® 


Year 

Prefated 

Amer, % Eng % 

Common 

Amer % Eng % 

(Sur/tlus 

Amer % Eng % 

1912 

25 5 

236 

20 0 

48 3 

45 5 

28 1 

1913 

28 8 

22 3 

34 4 

50 6 

36 8 

27 2 

1914 

315 

24 4 

37 7 

62 0 

30 8 

13 6 

1016 

212 

20 5 

20 2 

63 0 

30 0 

10 5 

1016 

119 

23 9 

29 8 

47 8 

68 3 

28,3 

1917 

13 4 

212 

312 

51.8 

55 4 

27 0 

1918 

14 2 

206 

32 0 

48 0 

52 8 

31,4 

1919 

15 9 

16 8 

33.1 

.46 5 

610 

30 7 

1920 

10 5 

10 3 

56 2 

56 2 

34 3 

34 5 

1021 

66 6 

26 8 

12 0 

65 8 

-75 6“ 

7 1 

Ten year average 

18 6 

22 5 

36 8 

515 

44 6 

26 0 


* If Seara Roebuok &: Co la ouuUed, the poroentago la approximately —010 


These tables are taken from an tiupublishocl thesis written iintlei the 
direction of the author by Ilaiold Tayloi Gates, M.B A , in partial fulfillment 
of the requirements for the degree of Master of Business Admuustintion at 
New Yoik University (1923), Wi Gates soya in liis conclusion, "Investiga- 
tion of the pohcios pursued liy the vaiioiis types of ooiporatioiis — ^thoss whoso 
earnings aie stable and those whose oarmngs fluctuate — ^lius indicated the 
futility of attempting to apply any ‘aveiage’ practice to ooitivin types or to 
paiticular corporations ’’ 

The comparison foi the ton yeais shown above leflcots practices better 
than would a table constructed foi the following decade, for during the latter 
period many Ameiican companies increased thou eapitalisationB and actually 
ploughed the surplus into the company ihiough that process. 

For the years 1928, 1020, and 1030 the pcicentagcs aie as follows: 


Pi qferi ed Common Surjdtis 

Amer. % Eng % Amer % Eng % Amer. % Eng. % 


1928 

12 1 

18 8 

55 4 

68 9 

32 5 

22 3 

1929 

10 7 

19 8 

62 7 

61 2 

36 0 

19*0 

1930 

16 1 

21 0 

72 0 

60 2 

12 9 

17 6 


The percentages for the American companies aio based upon annual finan- 
cial statements of oomponies that may or may not have been included m the 
original compilation. 

The American practice mcreascs tho productive capacity of the country, 
when consumption is also inoieased, tho tendency of the practice is to defeat 
its own purpose through a reduction of the capital values of the mdustiioa 
of the country. Oompaie Foster and Oatohings, "Profits," p. 390. 



Chapteh XXVIll 

INTERCORPORATE RELATIONS 

Forms of intercorporate relations. — We have seen in pre- 
vious chapters how business enterprises are formed by natural 
persons. We are now to consider forms of business organizor 
tion in which corporations instead of natural persons arc the 
constituents. The principal forms of intercorporate relations 
are tlic infoimal agreement, the pool, the trust, the community 
of interest, consolidation, sale of assets, lease of assets, and 
holding company, each of which we may define biiefly as 
follows : 

All infonnal agreement is an oral arrangement through 
which the persons m control of several corporations agree 
to conduct their respective businesses in a certain way. The 
arrangement usually has the same objects m view as the 
pool. 

A pool is a more formal agreement, usually, though not 
ne-eessavily, in writing, by which corporations or the persons 
who control them, without hurrendoring full control — as they 
do ill the case of consoli<lation, sale or lease of assets — seek 
to bind one another to conduct their respective busines.seB in 
a way t.o a<‘hieve some connnou end. This common end may 
bo the inaintonancc of prices, the division of the market, or 
the limitation of redundant output; the, exact nature of the 
devices that may lie used vtuies widely. ^ The patent pool 
has been used frequently to defeat the purposes of the anti- 
trust law's," 

A trust is a combination of buvsincss units through the 
creation of a voting trust to control the voting stock of several 
corporations.® 

A coynmunUy of interest is any form of intcrcoiporate 
rolatious in which the legal rclationshiiis of the corporations 

• iSoo W. R. Sti'vi'ns, ''Iiulustiiul Conibinatioiis and TiuhIr.” 

*iS(>{i “Tlu> lUdiition ol I’atwds lo ludimUial Monopolies,” by Floyd I* 
Vaup;h«ti, in live ,.^1 tinahi of tho Amcntm Academy of PolUical and Social Science, 
Vol. U7, p. 40 (1030). 

* Seo page U7. 
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or of their stockholders are not clearly defined, as, for example, 
where several persons related in some business enterprise 
together, but in their individual names, control the stock of 
several otherwise unrelated corporations. 

A consolidation is in effect the incorporation of several cor- 
porations into one. It is a complete legal fusion carried out 
according to the terms of a statute. 

Sale of assets, as its name implies, is a process by which 
corporations are brought together through a sale of all the 
assets of one company, or of a department of one company, 
to another company. 

Lease of assets is that form of intercorporate relations 
which takes place when one corporation is given complete 
control over another through a lease of all the latter’s 
assets. 

A holding company brings corporations into intercor- 
porate relations by controlling then* directors through stock 
ownership. 

Other forms of intercorporate relations are found in the 
trade association, the formation of groups for purposes 
of advertising in common, the organization of groups for 
co-operative buying, agricultural co-operatives, export asso- 
ciations, and other types of combinations based prmcipaUy 
upon contractual relations. In this book we shall consider 
only intercorporate relations which affect the corporate 
structure of companies entering into the combination, ami 
hence we shall omit any discussion of intercorporate rela- 
tions brought about through associations such as those just 
mentioned. 

Before considering in detail the various methods of com- 
bination coming withm the scope of this book, let us briefly 
run over the history of intercorporate relations in this country 
and the economic grounds on which intercorporate relations 
are based. 

History of intercorporate relations, showing changes in 
methods. — Corporations consolidated before the Civil War. 
Thus in 1853 the New York Central was formed as a con- 
solidation of the short lines between the Hudson River and 
Buffalo in the State of New York. Though this was the 
first consolidation of real importance in the raUi'oad field, 
other consolidations had been effected even previous to this; 
the Philadelphia, Wilmington and Baltimore, for example. 
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was organized as early as 1838 as a consolidation of three 
other companies.* 

In the industrial field the movement toward intercorporate 
relations dates back to about 1861, when a trade agreement 
was consummated among cordage manufacturers “to establish 
certain customs in the trade. The long depression after the 
Civil War bore heavily upon manufacturers, who saw their 
profits dwindling in the competition of a growing number of 
competitors for a limited amount of business. It was but 
natural, therefore, that large enterprises led by progiessive 
and aggressive business men should seek a way out through 
business treaties, commonly called pools. Thus were formed 
the Gunpowder Trade Association of the United States 
(1872),® the Michigan Salt Association (1870),^ and the 
Steel Rail Pool (1887).® 

This form of association met with certain legal difficulties 
which showed the need for a more binding form of organi- 
zation; it was replaced by the so-called trust. The pool prac- 
tically left the separate organizations as they were os far as 
legal control was concerned, the managers simply agreed that 
their several coiporations should conduct their respective busi- 
nesses accoidmg to tho terms of the pooling agreement. The 
trust accomplished its purpose through direct interference 
with tho corporate management. The legal basis of the trust 
IS tho voting trust agreement (see page 117), under which the 
slockholders of the company turn over tho legal title to their 
stock to a group of ti'ustecs, who as owners vote the stock, 
collect the dividends, and turn the latter over to tho inter- 
ested owners whose interests become evidenced by quasi-nego- 
tiablc trust certificates. This arrangement puts the tnistees 
in control of the company. Now, if the same trustees have 
control of several competing concerns in this way, we have 
what is popularly known as a “trust” and what is in effect a 

‘ Clovoland and Powell, “Railroad Finanee,” page 278 In 1844 the 
Vcrmonl, and MasaacliuaoUs R R. Co. waa organized as a consolidation of the 
Vermont and MabsacliusoUa R. R and the Battlelioro and Fitchburg R, R. 

‘ A. S, Dewing, "Corporato Proniotionb and ReorRaiiizatKiiia,” page 114 

* W S. Stovens, “Industrial Combinations and Tiusts," page 2 

^J. W. Jenka, Pohhcal Scienro Qmrterli/, Vol ITT, 1888, pagea 70-08, 
reprinted in W. Z Riploy, “Triiats, Pools and Coipointions," pages 1 cl aeq 

* See C. W. tleistenboig, “Matciiuls of Coiporation Finance,” pagua 400-8 
It was not diHCoverod until about 1913 that pait of this agreemont— that 
relating to pricos — ^was oral Hoo investigation of the United States Stool 
Corporation by the Stanley Conimittoo of Congress. 
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combination of tbo constituent companies. Production poli- 
cies as well as price policies arc under the control of one board, 
a board of trustees, whose docile agents are the boards of 
directors of the several companies whom the trustees have 
chosen. In this way the old Standard Oil Trust was formed 
in 1870,® the Sugar Trust in 1887,^° and the Whiskey Tiust 
in 1887.11 

Two decisions showed corporate lawyers that the trust 
form of organization was no less vulnerable from a legal stand- 
point than the pool had been.i® Hence the astute lawyers 
for the trusts looked about for some now device that might 
avoid judicial condemnation. They hit upon the device of 
the holding company, by which the titles of shares of stock, 
instead of being turned over to trustees, were turned over 
to another corporation. This device was undoubtedly sug- 
gested by a provision in the corporation laws of the State of 
New Jersey which provided that ''any coiporation may pur- 
chase, hold, sell, assign, transfer, mortgage, pledge or other- 
wise dispose of the shares of the capital stock of, or any 
bonds, securities or evidence of indebtedness created by any 
other coiporation or corpoiations of this or any other Htate, 
and whilo owner of such stock may exercise all the rights, 
powers and privileges of ownership, meluding the right to vote 
thereon.”!® 

In 1901 occurred the great fight between Hill and Harri- 
man which resulted in the formation of the Northern Hecuri- 
ties Company to hold the stock of the Great Northern and 
Northern Pacific railroads. Again the courts looked tluough 
the form of the device — ^to the result of it as well as to its 
spirit. The United States Supreme Court held that the 

•W. S Stevons, "Induatriol ComlnnaLions and Tiiists,” pages 13 el aeq. 
A later agiecment in 1SS2 is the agreement spoken of as the Standard Oil 
Trust Agreement. 

“ /bid , pages 27 et seq, 

** J. W. Jonlcs, Political Saenco Quarterly, Vol IV, 18S9, pages 296-319; 
reprinted m W Z. Ripley, “Trusts, Pools and Coipomlions,’' pages 22 et seq, 
Notice that it was at the time that those voting tiust armngoments came 
into fashion that piibho attention was hist forcpfully directed to the problem 
of monopoly in the industrial field Newspapers referred to these monopolies 
as “trusts,” on apt term for the organizations then in the public eye. But 
the term ‘Wst” is now generally used in oonnoction with industrial monop- 
olies, whatever the legal form of organization may bo. The two deoisions 
leferred to above are People v. North Rivoi Sugar Refining Co., (1890) 121 N. 
Y. 621, and State v Standard Oil Oo., (1892) 49 Ohio State, 137. 

General Corporation Act of 1896, See. 51, 
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holding company, if its effect is to create a monopoly, is no 
more legal than any other device. “ 

Now it must not be inferied from this that every pool, 
trust, or holding company that has been organized is illegal, 
It is only when the effect of such arrangement has been to 
break the common law of monopolies or some statute bearing 
on monopohes, that the device has been condemned, although, 
to be sure, certain provisions of the common law of corpora- 
tions may, as we shall see, interdict certain of those associa- 
tions.^® In thus reviewing the histoiy of illegal intercorporate 
relations, wo have been able to explain to some extent the 
raison d’etre of the new fashions in intercorporate relations 
as they have arisen. The final step in the formation of inter- 
corporate relations with a view to piotecting the constituents 
from competition has been the community of interest.^® 

The community of inteiest takes most tangible form in 
what is known as interlocking directorates. Two companies 
will be brought into harmony by the holding of a small amount 
of stock, one in the other, insufficient in cither case to control 
the board of directors, but large enough to warrant the con- 
trolhng group of stockholders in each case in giving some 
representation on the board to the other company. 

These nitcrlockiug direotorateH, as Pi of. llipley has shown, 
became pincilieally i)owcrlc.sfc. tluough ihe prnctioe of conduct- 
ing most of the bu.sincs.s by means of an o.xocutivc committee 
in which the “complunentary” dnc<‘tors wc'jh' noi. inc.ludud ” 
They apparently wore inoic poweiful during the twenties, 
for by means of them thei-c dcveloi)ed the, involved holding 
company stiucturo and much of the frenzied financing of that 
decade.^® 


Northern Seraiities Go v United Stiites, (lOOd) 193 U S 348 
Moicovpi, smoo the cuipomtiou ib ii ere.ituio of Iho State, and .smee 
the constitution of piactically every State piovidcs that coi potato chaiteia 
may ho altciod, .iniondud, oi lopcaled, each Slate may lugiblate m rchpcct to 
mtuicoipoiate iclatiuim aa it &cca fit 

‘",Iust as, HO HOcioloKibts tell U8, there aie esanipleH of all foims of soeial 
life in exiHtenee m diffcient ptiith of the uoild today, fioni sav.iRO Uihal {;ioup.H 
to modem domoeuilic Htiitew, so in thmyi'ai, 10.31), piohahly nianv repicbent (i- 
tives of the various foiiiib ot intereorpoialc lelatums uie to he found unions 
Anieiicau coipoiatumn 

” W. 55 Hipley, ‘‘Railroads, Uinanei* and OiRiiinssation,” papies 121 cf »eq 
See also H .roiies, “The Anthracite Goal Gomhmalions in the United States,” 
pages 71 et aeq, and “ Intel loeltinR Diieetoratch, the Piohlem and its Solu- 
tion,” Harvard Law Ihview, Vol XXVI, paRos 407-02, 

** Under the Puhho Utility Holding Coinpany Act of 1935, a legihlercd 
holding company or subsidUiiy is prohibited from havmg as an ollicei' or diieetor 
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Comraunh.y of inteiesi implies something more than 
interlocking directorates. For one thing, it includes the 
holding of stock of several companies by members of any 
group of persons whose interests, either through blood lela- 
tionship, through long acquaintanceship, or otherwise, are 
closely associated. Thus the members of the groiqi h.ave some 
common interest which leads them to consult about and to 
agree upon directors for the seveial companies — directors who 
are quite certain to act in harmony. It can hai dly be doubted 
that communities of interest exist, somewhat perhaps after 
the fashion above indicated, in most of the cases where the 
so-called trusts have been required by law to “unscramble “ 

Our historical survey has omitted sales of assets and leases 
of assets. The fact is that the survey was intended merely 
to indicate how new fashions of intercorporate relations arose 
as old ones were condemned. Consolidations, sales of assets, 
and leases, if not entered into with a view to monopoly, have 
not been prohibited, and frequent examples can be found 
throughout most of the period covered in the above historical 
review. Indeed, where the purpose is to bring corporations 
together to achieve some definite legal end, the standard 
legal forms used are consohdation, sale of assets, lease of 
assets, and the formation of a holding company, each of which 
will be taken up separately. 

Intercorporate relations in the industrial field. — In the 
industrial field, a strong movement toward consolidation 
was evident from about 1882 to 1898. The dciiressioii that 
followed the panic of the latter year put a stop to consolida- 
tions until 1897, when the movement began again. It 
continued till 1903, when the industrial depression again 
halted pi emotions of consolidations. From 1905 until after 
the^ World War, there was a definite decline in the number 
of industrial mergers, due largely to the following causes 
(1) the trust had failed as a legal expedient and the disclosures 
attendant upon its failure had undei mined the confidence of 
the public in consolidations, (2) the anti-trust laws dis- 
couragcd_ promotion of con.sol«latious; (3) public utilities 
replaced industrials in the interest of bankers ami promoters 
as a field in which consolidation could bo carried on. 

any exeoutivo officer, director, paitncr, appointee, oi icpn'soiitntivo of any 
bank or of any ooiporation the ninjoiily of whose stock is owned liy a hank, 
except as the Commission may by rules and regulations permit This is but 
one example of legislation designed to curb intcilooking dnectorates. 
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A general merger movement began anew in IDlf), It 
gained vigor during the boom pciiod of 1025 to 1020 and 
rcaehod its climax in the latter ycard’’ The causes of the 
revival in consolidation may be summarized as follows 
(1) The end of the war found us with a surplus of factories 
and products, and with unwieldy and inefficient oiganiza- 
tions. Scientific methods of oiganization and tjontiol were 
applied as a cure for business ills. The result of the remedy , 
was increased efficiency in both production and distribution, 
which opened the way to an increase in the size of bu>sincss 
units. As efficiency increased, operating costs were lowered, 
piiccs declined, and profit margins narrowed Competition 
became keenci The small business saw comlnnation with 
larger units as a way to escape competition Big busiiicsses 
could operate on narrow maigms of profit only if they pro- 
duced and sold in quantity Hence arose the tendency to 
reach backward to contiol the raw materials entering into 
finished products, to reach forward to control disiiibution, 
and to absorb smallci units in this expansion piocess (2) 
An expansion in markets roqumed tho operation of business 
in laigcr units. (3) Consolidation iii one field lead f,o con- 
solidation in another For example, the giowth of chain 
stores required manufacturcis soiling to these distributors 
to bo correspondingly large. (4) Prosperity and ease in 
marketing siicuril.ios encouraged the promof.ion of huge busi- 
ness units. (5) Public antagonism against large orgtiniza- 
tions had disajipeared ((5) The anti-trust laws no longer 
unreasonably repressed combinations The (iouits, t.hrough 
liberal inter pi elation of the anti-tiust laws, had ri'cognized 
that larger business units had a stabilizing effect upon 
industry,^® 

During the thirties few industrial consolidations were 
undertaken The reasons may be summarized as follows’ 
(1) the depression discouraged combinations; (2) the trend 


o Fiom the vf.ii 1919 till 1927, the ycailv uuniboi of iiicinois ('ticfU'd 
niPiotiHOil 22.') ppi petit “Rpcenl Koonotme tJliimup't,’’ Ntittonttl Huieau ot 
Eooiiotuip l-tpMPtupli, 1029, ptige IS4 

Tlio flosiiti of men who htivp paavd the pmtu» of lift' to hi' iid of husiiipss 
stiruKRle.s nndotditii'dly Ritvc some imppUis to thi' jnovpiiiput, in tins uh in piiiIiuj 
ppModfl Moipovpr, htinkpiM dPHiioiis of kcppiuR laiKo .si'lliiiK ovRiiu wit tons 
busy PontiihiiUid to the demand for nowihhUPH of bPOimt.icH which combuuitious 
could readily supply. 



614 financiaIj organization and management 


in other fields, notably public utilities, was toward simpbfica- 
tion of corporate structures; (3) the Government showed an 
inclination to follow an anti-monopoly program, the exact 
nature of which remained unknown; (4) “big business” 
had been put on the defensive by economists and statisticians 
who proved that a substantial portion of the nation’s wealth 
was concentrated in the hands of a comparatively small num- 
ber of large corporations;*®® (5) suggestions were rife that 
unmergmg might be profitable to “big business.”*®^ 

Intercorporate relations in the railroad field. — In the rail- 
road field, consolidations may be roughly divided into four 
periods from 1853 to 1873 the roads combined in an end- 
to-end formation, with the purpose of establishing better 
connections between large cities. From 1873 to 1893 the 
consolidation movement looked toward the formation of com- 
plete lailway systems. The years from 1893 to 1910, cover- 
ing the period when industrial combinations were attracting 
the attention of business men, were characterized by frenzied 
consolidation in the railioad field. Consolidations wcio 
formed with the purpose mainly of obtaining greater adminis- 
trative and financial control over whole sections of territory. 
This movement culminated in the Northern Securities decision 
previously mentioned, which, with the retarding influence 
of induatiial depression and restrictive railroad legislation, 
put a stop to railroad combinations. The next period of 
consolidation began in 1920 with the return of tho roads to 
private ownership and with the enactment of tho I’l'ansporta- 
tion Act of 1920, which legalizes consohdatioii with the 


so® See footnote 1, page 61 In the hearings on bills proposing the Eedeial 
liconsing of oorpoiations, introduced m tho 76th Congrobs, Third Session (1038), 
an impressive list of facts, summarized from various souicos d.itmg fiom 1926 to 
1931, was placed in tho iccoid to show the o\toiit of concentration in tho busi- 
uoss world Sec page 512, Part 4 of the Hearings 

Seo a soiios of articles on Govoiaraont and Business, which appoaiod m 
Fortune, beginning Peb , 1938 Attention was called m one of theso arlirlcs 
to tho gonoinl inipio&sion which proviwK that the early morgois wore unsucooss- 
ful or WOK' successful only attoi ton oi fiftcon yoius of disappointing oaniings 
A more looent study of the p('rfoiranno,o of consuliilatiuns organized from 1888- 
1903 shows the need for modification of this iinpicssioii. See F II Knight,, 
“The Sue,cess of Industiial Morgors," Qmileily Journal of Neonmmea, Novcin- 
bor, 1935. 

See A S. Dewing, "Goiporation Finance,” page 257 
See page 611 
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approval of the Interstate Commerce Commission. Although 
occasional instanci's of the use of railroad holding companies 
weie known in the early history of railioads, it was during 
the twenties that the lailroad holding company dcvc'lojied 
as a dominating influence in lailroad oi ganizutiou and control. 
The depicssion abruptly terminated all interest in consolida- 
tion and the further development of the holding company. 
The latter, in fact, has undoubtedly passed its peak in 
importance. When a revival of the consolidation movement 
will occur cannot be foretold. The railroads aie heavily 
indebted to Government agencies foi financial aid , they face 
bitter competition from motor cars, oil and gas pipe lines, 
electrical transmission Imcs, and the aeroplane, t.hey are 
regulated as to rates, routes, wages, and securities, all of 
which make it difficult to offset lo.sscs aiising from decreased 
traffic. These are some of the conditions which mdicalo 
that consolidation alone will not solve the railroad problem. 

Intercorpoiate relations in the public utility field. — In the 
public utility field the most important coiiibiuations througli 
absorption of local companies by holding companies date back , 
to 1890. Consolidations occuiied at. thi.s early date princi- 
pally for two leasons' (1) competition between eompanies 
serving the same locality unpaired financial .safety of the com- 
panies and prevented adequate service ; ami (2) consolidaiiou 
of small uiut.H meant iner('a.scd fimuicial Htrength and bettor 
scrvic.e. The next ora of consolidation Ix'gau with the expan- 
sion of jiublic utilities just prior to the World War. Fir.st 
there Avas a consolidation of neighboring operating companies 
into larger operating eompanies. Later there was a consolida- 
tion of large operating companies under the common owner- 
ship of the holding company. The abuses practiced by the 
holding company, most of which are enumerated in Section 1 
of the Public Utility Holding Company Act of 1935, led to 
the passage of that law. The Act places pulilic utility holding 
companies and their subsidiaries, as dclincd tbcrcin, whoso 
interests and activities are interstate in character, under the 
control of the fSocuritios and Rxcliange Conuuis.sion. A 
specific duty is imposed upon the Commission to take definite 
action toward siiuplifieation of holding company systems. 
The trend in the public utility field, intrastate and ini.erstate, 
is toward corporate simplification. This generally moans 
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mergers, consolidations, and dissolutions of separate coiiiorate 
entities.®® 

ICinds of combinations. — Changc.s have taken place not 
only in the methods of combining bu.snioss units, lint iii the 
kinds of businesses that are bi ought together. 'I’lie ('iirliest 
foim of combination united under one ccntial contiol busi- 
nesses engaged in the same branch of production, whether or 
not they were in diiect competition. This type is known as a 
horizontal combination. The earlier consolidations, suith as 
the Standard Oil Trust and the Amciican Tobacco Company, 
were examples of hoiizontal combinations. The weakne.ss of 
this type of merger lies in the fact that the oiganizalaon 
cannot control suppliers of raw materials oi consumers of 
the ai tides produced, unless it aims at nionojioly. It was 
the efforts of the old time tinist to foim a monopoly through 
horizontal combmations that led to the anti-tmst legislation. 

As the horizontal combination did not accomplish ils aim, 
a new form of combination developed, known as the vertical 
merger, A vertical combiiution brings together under one 
manageiial control business units engaged in sevoial stages 
of the industrial process. Such a combiuatiou tends to leaoh 
backwaid to acquire access to raw materials, or fotward to 
control marketing, or to do both. The Unif,ed Htat(\s Steel 
Corporation is one of the oai'lie.st examiilcs of vortical comlunii- 
tion, though it is really an example of both a liorizonlal and a 
vertical combination. Another example is the International 
Harvester Company. The Federal Trade Coiniuission’s 
report on high pikes of farm implements®® undcrl.ook to show 
that this vertical combination brought under the direction of a 
unified management, control of the whole process' from raw 
material to finished product. This company, says the report, 
“manufactures or controls the manufacture of piactically 
all the raw materials it uses, Avith the exception of paints. 


“Tho NiaRaia Iludaon Power Oorpoialion, foi example, wiib foiineil by 
a ooiibolidatioii in 1937 of a couhUtuent eoinpany and its biibsidifuy, in .i Minpli- 
fioation piooeSH which was 8uinmnii/,ecl as follows ni the company's numuil 
lopoi’t foi 1038 *'A icdiiction by Ifi ol <hp nunihor of kSysleiu eompariics was 
aocomplished during 1937. Wheioas at tlio end of 1929 the Sybteni compriswl 
69 oompanios, thoio remain today hut 20 Duimg the eight-year piotiesh of 
simpliBealion, 11 oompames weio oigaiiued oi acquired, Thciefoje, a total 
of 60 corporate umtb have been eliminated fioin the Sybteni aiuco 1929." 

“Report of the Podeial Trade Commission on tho High. Prices of Farm 
Implements,” 1920, p 48, 
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It owns iron ore and coal property and operates iron, steel, 
and coke plants. One of its subsidiaries, the Wisconsin 
Lumber Co., owns extensive limber piopcrty and piotluces 
pole stock and other materials. The Harvester Company 
ha.s also special facilities for obtaining from Ihe Philippine 
Islands and Yucatan manila and sisal libi e used m the manu- 
facture of binder twine. In addition, the company owns and 
operates several small industiial railroads. Through thp 
foiegomg and other auxiliary operations the International 
Harvester Company is able to obtain most of its raw mate- 
rials at production costs. This gives the company a large 
advantage, as few of the other companies control their raw 
materials.” Beyond the description given, the integrated 
operations of this company include a marketing oiganization 
of gieat stiength. ' In the motor industry, the Ford Motor 
Company and the General Motors Corporation are examples 
of integrated concerns. 

While recent combinations have been laigely of the vertical 
vai'K'ty and have shown a tendency toward further integra- 
tion, still in iiianv fields concentration of contiol ha.s resulted 
in huge scale horizontal combinations. For example, in the 
public utility held the combmations have been of both 
varieties 

The raosf, recent form of combination is that known as tho 
circuldr comlumilion. This typo brings together businc.ss 
units making allied oi supplementary piodiicts which uio 
uiin'lated C'xcept fhat they have the .same distribution outlets. 
The General JNIotors Corpoiation and the General Foods 
Corporation are examples of ciicular combiiiatioiLS. Since 
the units combined are producing non-eompeting products, 
there is le.s.s danger of monopoly and of prosecution under 
the anti-trust laws. The chcular type of mergei is that 
which has icccntly made the gieatest progiess. Indeed, 
future combinations are likely to take this foim since its 
principal aim, which is to effect economics in distribution, 
attacks industry’s most difficult problem today — the efficient 
and economical distribution of its pioducts. 

Advantages of combination. — It is not inteiidod to enter 
heic into a discassion of the .social effects of monopoly, nor to 
analyze tlio claims made for large scale produotion to see to 
what extent the.se claims may in practice have fallen short of 
realization; no attempt will be made to weigh social disadvan- 
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tages of combination against the advantages to the piivale 
inteiests concerned m the combination. Wo .siiall merely 
point out those advantages of combination which might, for 
example, be used by the pioniotcr of a combination iii inducing 
constituent.^ to join his promotion. Incidentally we .shall 
point to some of the ditEcultios of large scale pioduc.tion and 
to some of the abuses of combmatioii, in order that they may 
act as warnings to the would-be promoter who has not luul an 
opportunit.y to profit by the .shortcomings of others. 

The advantages here pointed out must not be considered 
wholly academic. They have actually been drawn upon in 
formulating consolidation prospectuses, as the three follow- 
ing quotations, excel pted at landom from official corporate 
circulars, will show. The first is from a circular announcing 
the sale of bonds of the Dommion Canneife, Limited: 

Objects of Consolidation . — To make one strong company with suflicient 
experience and capital to not only supply the Dominion of Canada, but 
many other coiintiies, with tho finest goods that can be packed and at the 
lowest possible pi ices. 

By conoentiatmg the buying of supplies, laigcr purchases may be made 
at lower piices. 

By having only one, or at most, two fcollmg agents in largo contoia 
instead of iorty, as founeily, laige savings m ooinmissions can be elfootod 

By shipping goods from factories to nearest points of delivery, freight 
charges arc rocluocd 

By specKiliziiig the packing of certain lines at certain factories, the 
quality can bo improved and cost leadened 

The second quotation is likewise from the circular of a 
Canadian Company, Sherwin-Wilhama Company of Canada, 
Limited: 

Objects of Consolidahon — ^Largo economies will be effected by utilizing 
the manufacturing faoihties of each company for tho benefit of the common 
mterest By confining the manufactuie of ccitain pioducts to the plant 
where they can be most economically produced, and handling the entire 
output of some articles m one plant instead of thiee, ooiisidcrnbio saving 
can undoubtedly be accomplished. 

It will be the object of tho new company to pioduco and control prac- 
tically all of its important raw materials, including dry white lead, thus 
guaranteomg lowest cost with highest quality. 

The third quotation is from a circulai* .sent to stockholders 
of the Chino Copper Company, a.sking them to approve con- 
solidation with the Ray Consolidated Copper Company: 
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The immediate Itenefils to bo gamed, from the corporate standpoint, lie 
m a conaolidataon of biiMiiesa and piodiiction tlint will make foi economy 
and advantage in oveihead and organizational evpcnditnies, in the disposi- 
tion of pioduct, and otlieiwifee Fiom a stiictly operating standpoint, 
many advantages can be gamed Ihrougli a closei woiking lelationsliip 
between production organizations, botli eveciilivc and tccbnienl, thus 
making available to eitliei pioperty at all tunes — and ivlieie most nci'dcd — 
the best siieciahzed skill and talent of both Fiom the standpoint ol 
stockholders, these faotois will be angniouted by a bcmehcial diversity of 
interests wheiom best advantage can l>c taken always of tlie .situation 
surrounding both piopcities as a whole, m times of stiess, such as have 
prevailed in tlie recent past — as, for example, by eontimuiig major scale 
opeiations at the most economical piodutmg point and decioasmg output 
at the other, when the metal maikct would not alisorl-) jiroiluction fiom 
botli, 01 by balancing output when, due to seasonal conditions, accident, 
labor situation, fuel supply, tiaiisportatiou, oi any other of nunieroiis causes 
that may aflcct output, it is impossible to mamtam lull iiioduetion at one 
projieity, while at thc-samc time it is quite practicable to do so, oi oven to 
increase pioduction at the other. 

Classification of advantages’i^The advaiilagcs of the com- 
bination of several businesses may be (‘lassificd under three 
headings. (1) large scale production, (2) advantages of com- 
bination of units, (3) elimination of competition. Etw'h one 
of the.se cliis.so.'j may be divided into .several headings which 
wo shall take up separately. 

Large scale production. — Large scale production yields 
some advantages in alnio.st every department of business. 

1. ProdiK'lion.- Large scale production peruiils the intro- 
duction of machinery, the cost of wliicih cf)ul(l not be lionio 
by a concern making little u.se of this machinery. It cuahle.s 
a concoiu to engage export technical ability, to maintain a 
department of research, and to make tests that a .smaller 
concern cannot afford That combination peimits economy 
in research is illustrated by the proving ground maintained 
by the General Motors Corporation, on which tests for all 
cars produced by its subsidiaries are made. One proving 
ground for the seven automobile manufacturing divisions 
of the company is maiiilained at a cost not much greater than 
it would be if the ground wore designed for a single division. 
Rpscarc.h on a largo scale may lead 1.0 inventions or discoveries 
that revolutionize the industry. I’ho company in control of 
the iuiiovatioii has, of course, an advantage over competitors. 
Related to research is the control a largo company can have 
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over patents. It is in a position to acquire patents that affect 
its product or its processes, and to pi event infringement of 
patents which it owns. Large scale production, moreover, 
encourages specialization. If one man, foi example, can 
make one part of an automobile, or perform one opera t.ion 
in the making of that part, advantage is gained not only from 
the expertness of the workman, but also from the fact that 
time IS saved by the ehmination of a change from one opera- 
tion to another.®^ Large business houses aie able to maiiitiun 
schools for the instruction of employees and in that way are 
able to get better assistants than the small concerns. The 
welfare work attracts and holds the employees and the fact 
that the profit is likely to be relatively large in the business 
that is prosecuted on a large scale means that wages can bo 
higher. By-products that a smaller concern might have to 
neglect become an important source of revenue for large 
concerns that can afford to work the by-products up into 
salable commodities. Gas houses and packing houses furnish 
excellent examples. Moreover, a part of production eo>st is 
interest on the capital““ and large scale production permits 
the spreading of this cost over a large number of units of 
product. The same is true of administiativo expenses It 
must not be thought that these advantages can go on ludof- 
initely. There is a size beyond which a busmess cannot 
go without losing in icspcct to care of management and 
co-ordination.*® 

Adam BmitU's classic example of pin-niakmR is fainiliai to most students 
of economics The savings ol specialization in the slaughtering niid diossiiig 
of cattle have also been fiequontly pomled out Bee t! D Babcock, “Tiiyloi 
System in Franklin Management.” 

The author appieciates tho aiguments against including intciost as a 
cost of production (see his "Principles of Business,” pages 722 el teq ), but 
the statement made m the text may he permitted to stand, oven bj those 
opposed to the mclusion of interest in "costs,” as an assumption which even 
if false does not invalidate the general argument as to the value of large scale 
production. 

*• This idea is not as widely hold today as i( was tw o decades ago, hugely on 
account of the fact that “icccnt developments m man.igeinent melhods and in 
aocountmg and statistical control, have apiiarently broken down these former 
economic limitations on the size of tho individual organization or 'chain’ . . . ” 
Sec "Recent Economic Changes m tlio United Stales’ Ropoi t of the Committee 
on Recent Economic Changes of the President's Confeioiioo on Unemploy- 
ment,” Yol. II, page 864. While tho Ameiiean Telephone and Telegraph 
Company, tho United States Steel Corporation, the General Motors Corpoia- 
tion, the Standard Oil compames, and others may be pointed to as giant eorpo- 
rations maintaimug the highest standauls of cSiolenoy, it noveithcless icmains 
true that unless good management accompanies expansion, losses will increase. 
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2. Purchasing . — ^Largc scale production means large scale 
purchasing and this always makes for saving, for lower prices, 
and for buying just what is wanted when it is wanted. For 
example, a concern that is large enough may buy its coal by 
the calories, or heat units, instead of by weight; but the 
concern must be large enough to buy so many tons of coal — 
to use the ordinary unit of purchase — that the cost of anal- 
yzing the heat content will be negligibly small per unit of 
purchase. 

3. Marketing . — In modern times, distribution has been 
the most trying of industrial problems and many circular 
consolidations have been effected largely to overcome market- 
ing difficulties. The middleman or jobber has disappeared in 
many fields because of the creation of larger business units. 
For example, the pentral purchasing department of a group 
of chain stores will do the buying for the organization directly 
from the manufacturer, cutting out the middleman entirely. 
Similarly, the consolidation of manufacturers has led to the 
creation of branch offices that perform the distiibuting func- 
tion originally performed by the jobber. In fact, the tendency 
in some fields seems to bo to create combinations that will 
permit a distribution of products direct from producer to 
consumer. Chain stores, such as tlie Walgreen drug stoics, 
which are continually opening new retail stores and at the 
same time acquiring their own producing sources, are an 
oxainiile of the modoi’ii movement. 

Large scale production has these marketing advantages: 
it leads to large sales at small profits; it spreads selling costs 
over a great number of products; it cuts down wasteful selling 
expenses; it permits nation-wide advertising; it enables the 
bushicss to seaich out markets that a small concern cannot 
affoid to reach. 

It is true that some of these advantages may be gained 
by small concerns co-operating for this purpose only, that 
IS, for foreign trade, and without combining for production, 
but the fact remains that heretofore the American concerns 
that have painted their signs on the rocks of Asia and planted 
their billboards in the sands of Africa have been the large 
closcly-controllcd industrials. 

4. Financing . — Jjargo scale businesses enjoy distinct advan- 
tages over smaller competitors from the financial standpoint. 
Issues of securities are larger and therefore command a wider 
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market, perhaps an international market. The profits that 
can be made fiom financing are sufficient to attract the atten- 
tion and engage the assistance of large financial interests. 
Larger sums of capital for fixed and liquid assets will be 
available, thus enabling the business not only to weather a 
period of financial strain, but to make the most of those 
opportunities which our system of fluctuating prices presents 
from time to time.®'' 

• With ecntrahzed control of cash, the rate of turnover of 
capital may be improved. Borrowing may be cut down as 
the diversification of operations makes funds in one place 
available for use at another. With reduced borrowing, 
smaller cash balances are required, and turnover of capital 
can be increased. Savings can also be effected by centralized 
control of credits and collections, by reducing the expense 
of credits and collections, by reducing bad debt losses, and 
by increasing the turnover of receivables. Insurance costs 
are likely to be reduced as better rates due to larger volume 
of coverage are obtained. Or if no saving in that way can 
be made, other insurance advantages may be gained. Thus 
the larger company may be able to secure coverage that the 
smaller company could not, simply because it is offering 
more good risks along with the bad ones. 

6. Accounting. — Finally, large concerns can install sys- 
tems of accounting and of statistical analysis and control 
that a smaller concern must forego, since the cost of handling 
ten thousand items is very little loss than the cost of recording 
and analyzing millions of items. Greater efl^iciency in admin- 
istration can also be attamed by proper supervision of the 
clerical force. Economies can bo effected by keeping the 
staff fully occupied every day. 

Advantages of combination of units. — There are certain 
advantages that flow from the mere fact that a number of 
business concerns that were going about their own way have 
combined. 

1. Increased earnings . — ^Larger earnings are, of course, one 
of the advantages expected to be gained by consolidation; 
in some cases greater stability of earnings is a persuasive argu- 
ment used to bring smaller units together. With improved 


“"See C. W. Gerstenberg, “Materials of Coiporation Vinanco,'’ pages 

m-m. 
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earning power come better credit standing and economies in 
the cost of raising capital. 

2. General user of patents . — In the second place, the several 
plants of a combination can use the patents, secret processes, 
and efficiency methods of the most successful among them. 

3. Integration of industry. — Then, too, the successive proc- 
esses whereby goods are brought from the stage of raw 
material to the form of consumption goods may be combined 
in such a way as to reduce the friction of moving the goods,, 
to cut out the profits at the different stages of production, and 
to stabihze the flow of goods and the use of labor. 

4. Fluctuation reduced . — Combined companies can regu- 
late their business operations. For example, the sugar trust 
arranged its production m such a way as to keep all its plants, 
except the one at Williamsburg, Brooklyn, constantly busy 
at 100 per cent capacity. The Brooklyn plant was one of 
the largest and was located in a labor market that could easily 
absorb the labor laid off in seasons of slack and that could 
yield labor when required. Stabilization leads in addition to 
economies in operation and regularity of earnings. The 
recent movement, through circular consolidations, toward 
control of distribution by diversification of production, has 
helped considciably to stabilize production in many industries. 

5. Specialization of plants . — ^Wheie there are several con- 
cerns doing about the same line of work, in some features 
one concern will excel the othcis. This excellence may be due 
to some fortuitous circumstances, such as plant location, to 
the training of its managers, or even to such an intangible 
thing as traditional pride in the selected feature. A com- 
bination of plants will enable the concern to concentrate in 
each plant the things that it is able to do best. Operations 
may be rearranged so that one plant produces one product and 
another plant a different product. 

6. Cross freights . — Where a combination is made of several 
concerns in different parts of the country, cross freights 
may be saved if all orders are filled from the plant nearest the 
customer’s place of business. Furthermore, costs of trans- 
portation are reduced as merchandise is moved in bulk. If 
the business is large enough, economics may be effected by 
maintaining private transportation facilities. 

7. Psychology. — Moreover, the combination of several 
plants invites the play of psychological forces, the importance 
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of which can hardly be exaggerated. One public utility 
holding company, for example, with over a hundred subsidi- 
aries, keeps a scoreboard for its subsidiaries that goes far in 
the direction of keeping the local manageis close to maintain- 
ing 100 per cent operating efficiency. 

Eliminating competition. — ^Finally, combination leads to 
the elimination of competition. A number of advantages 
may flow from maintaining a dominant position in an industry 
. 1. Prices — ^At one time monopoly was the aim of com- 

binations and monopoly prices the result. The price policy 
was to get all that the traffic would bear. Modern combina- 
tions, however, do not tend toward monopoly and monopoly 
prices. Rather, a narrowing of profit margins has been 
noticeable in the modern mergers and a passing on of part 
of the economies of consohdation to the public through a 
reduction in puces. The reduction of competition has the 
further effect of stabilizing prices. It has also been noticed 
that in industries that are dormnated by a few large corpora- 
tions, destructive price cutting has been minimized. 

2. Control of customers . — If competition is eliminated, 
buyers may be made to pay their bills promptly and to refrain 
from taking cash discounts to which they arc not entitled, the 
threat of going to a competitor cannot be used to make the 
seller consent unwiUiiigly to such commercial extortion. Nor 
can the purchaser make unfounded claims for shortages and 
spoiled goods. 

3. Elimination of selling costs . — A largo part of selling 
effort IS used not to get customers to buy certain commodities 
but to get them to buy a certain kind of those commodities 
made by a certain house. Perhaps this appeal for the trade 
of the pubhc at the expense of competitors accounts for the 
largest part of our advertising costs. Certainly one who reads 
the advertisements in our popular magazines would feel jus- 
tified in attributing the lion’s share to this purpose. The 
elimination of competition will eliminate these selling costs. 
Money can be spent to induce farmers to buy a milking 
machine instead of to steer them away from all other milking 
machines lo that of the advertiser. Considerable progress 
has been made through circular combinations, through the 
efforts of trade associations, and through the formation of 
groups for the purpose of joint advertising, in cutting down 
waste m advertising. 
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Destructive competition. — Competition itself uses up vital 
energy that might be devoted to improving production, 
financing, maiketing, and accounting methods. Bumucss in 
the past twenty odd years scem-s to have taken (jognizaiicc of 
this fact and has turned from the belief that the only cure for 
competition is consolidation with monopoly as the ideal, to 
the belief that the cure for competition is large scale produc- 
tion with wider markets of distribution. Instead of fighting 
over existing markets, the laigc business organization today ' 
creates new markets. Competitive wars have been stifled 
by the Sherman and Clayton Acts, by the vigilant handling 
of cases of unfan competition by the Federal Trade Commis- 
sion, and by the constructive efforts of the trade associations. 
But competition has not disappeared; its character has merely 
changed. In place of price competition, there is now com- 
petition for control of extractive and distributive processes. 

Disadvantages of large scale production. — ^AVe must not 
conclude that large scale production, combination, and an 
approach to a monopoly are the sure guarantees of business 
success. Too many corporations with these advantages, in 
vaiying dcgiccs of completeness, have shown the fallacy of 
the assumption. Size often engenders extravagance, neglect 
of details, and "inflation in management.””® 

Moic bigness is apt to lead to squandering, to the creation 
of a detached imiioisonal attitude on the jiart of employees 
of all ranks that stand.s in contrast with their direct peisonal 
interest in the concern’s welfare wJien it is owned, worked, 
and managed by the same })cople. 

In some instances large busmess has invited — so corporate 
history has shown — ^neglect of business details; attention is 
improperly directed toward pecuniary management — stock 
jobbery — ^from the workings of which larger and easier piofits 
may be hoped for than from strict attention to the business 
processes. Thus Professor Dewing has shown that much 
of the unfortunate history of the Cordage combinations w'as 
due to the fact tliat sitting at a mahogany desk in the Wall 
Street district of New York was a pleawfuitor occupation than 
a shirt-sleeved existence in the olficc of a Groenpoint 
ropcwalk.*® 

SiiO Cliaptor XIX, “ExpaiiHcm.” 

“ A S. DewinR, “Corpoiatc Piomotions and Reorganizations,” Chapter 
V, and see especially pages 667-660 
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Another difficulty, which is very rcal in business, arises 
from the scai-eity of high-grade managerial ability. In the 
various plants brought into a combination there may not be 
the managerial skill ncccssaiy to fill the positions calling for 
rare administrative ability. Much will depend on circum- 
stances. Wheio a business grows like the Standard Oil Com- 
pany, gradually taking in new interests, the chief organizing 
ability may improve as the demands are made upon it, but 
* where a new oi g.anization of lai ge dimensions is suddenly created 
by the coahtion of many fahly small concerns, either disaster is 
likely to follow, or a shiftmg about of managers occurs in the 
early years to make way for the competent man, be he 
insider or outsidei, who can cope successfully with the pecu- 
liarly difficult problems which a complex enterprise piesents. 
Finally, large scale production and combinations may 
attract public opposition and opposition of customers. The 
attacks on the meat packers are examples of public opposition. 
There have been a number of examples of opposition to a 
business voiced by customers simply because it is a combina- 
tion and popularly known os a trust.*® In the recent merger 
movement, antagonism of this kind was not felt, but opposi- 
tion to “big business” was definitely noticeable during the 
post-merger eia 


“"See A S Dewing, “Corporate Promotions and Reorganizations," pages 
661 - 2 . 
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CONSOLIDATION 

The problems of intercorporate relations. — Thice funda- 
meiital questions present themselves to one who uudortnkca 
the study of intercorporate relations. (1) how arc intercor- 
porate relations legally foimcd; (2) what rights and obligations 
flow out of the several foims of inter coipor ate oigamzation; 
and (3) what are the bases upon which the ownership in the 
new combined organization should be distributed? 

What is a consolidation? — Consolidation is the term ordi- 
narily applied to an out-and-out fusion of corporations. Let 
us say that the consolidation of companies A, B, and C has 
somewhat the same effect as the pouring of three different 
solutions into a single glass. Pei haps oven a bettor way to 
get at the effect of consolidation is to liken it to the oiganiza- 
tion of a corporation by other corporations whose identities 
kve lost in the company they foim. 

Whore two or more companies organize a new consolidated 
company, the result is called an ainalgnniat.ion; where several 
are fused into one already in cxisLonco, the result is called a 
merger. Let it be understood, however, that popularly, in 
the newspapers and magazines, the distinctions here made 
between consolidation, amalgamation, and merger are not 
always observed. One word is frequently made to do duty 
for another. Careful students, however, should observe the 
distinction, though in fact in this country the difference 
between merger and amalgamation, as far as the result is 
concerned, is merely a question of whether a new corporate 
name is used or whether one of the old corporations lends its 
name to the consolidation. 

How consolidations are effected. — Ju.st as an enabling 
act is required as the basis of a corporation, so is a statute 
permitting consolidation required as the basis of a consol- 
idation. If a consolidation is undertaken without statutory 
permission, the constituent companies are guilty of an ultra 
vires act. 
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Where the corporations about to be consolidated were 
originally organized in different States, the consents of the 
several States must bo obtamed. The statutes vary from 
State to State not only as to the procedure for effecting a 
consolidation, but also as to the kinds of corporations which 
may consolidate. In many of the States only domestic 
corporations may combine, while in others the statutes 
definitely permit domestic and foreign corporations to con- 
solidate. In still other States the law poimils domestic 
and foreign corporations to combine if the laws of the other 
States involved permit consolidation with corporations 
organized elsewhere. 

The procedure in consolidation is ordinarily as follows; 
The directors of the several companies pass resolutions oi der- 
ing the consolidation and calling upon -the stockholders to 
express their opinion; the stockholders, usually at a special 
meeting, consider the proposal to consolidate and if the num- 
ber of individual stockholders required by statute sign written 
consents, a written agreement of consolidation is executed, 
which, with the written consents, is filed in the public offices 
wherein ceitificates of incorporation arc filed.^ Thereupon 
the consolidated company comes into being, and there lemams 
only the exchange of certificates of stock of the consolidated 
company for the stock of the constituent companies.® 

Objecting stockholders. — ^People familiar with such affairs 
realize that whenever any form of corporate reorganization 
takes place, there are always some stockholders or creditors 
ready to raise objections, sometimes perhaps in good faith, 
but frequently for the purpose of showing that in objecting 
they are consistent with their past records in this respect, and 
more frequently, it is to be feaied, for the purpose of forcing 
a settlement of their claims on a basis hardly to bo dis- 
tinguished from blackmail.® It is important, therefore, that 


1 The exact fonii of this oertificalo will depend on the woicling of the statute 
under wluch the uousohdation is oignnnsod 

“ Undo! the Transpoitaliou Act of 1920, oonHoluUtion of mtoihlato luihoads 
IS under the oontiol of the Intcistato Conmiori'P Coinnuhsum ConHolulalions 
to effect simplification of tho corporate sliiu’tuies of holding eonipiuiiOH Bulijoot 
to the Public Utility Holding Company Act of 1935 aw umlpr tho control of 
the Soouiitios and Exchange CominibMon 

® Professor A. S Dewing makes tho same point in his “ Corporate Promotions 
and Roorgaimations,” page 105, and gives a very apt illustrution 

Somo even of the stookholderi of tlie Corn PioduLle Company pTrtouded to oonsulrr tliom- 
solves unfauly treated in the reoieanisation and alleged a aompiraoy by E T Uedfotd and his 



CONSOLIDATION 


629 


when corporations consolidate, they follow exactly the terms 
of the statute authorizing the consolidation. 

The statuies of some States, New Jersey, for example, pro- 
vide that only such corporations as aie engaged in the same 
or similar lines of business may consolidate. Here is a ques- 
tion for diffeience of opinion: are two companies that have 
formed a consolidation really in the same or similar lines 
of business? Suppose, for example, company A. has powers 
a: and y, and that company B has powers x, y, and z. May • 
they consolidate, assuming that company B is not exercising 
power z? It is a general lule of corporation law that cor- 
porations arc not guilty of non-user of corporate powers if 
they do not exercise all their powcis With this latter rule 
in mind, consider what imght happen to an investor who had 
put his money in company A, if the two companies were 
permitted to consohdate He had committed his funds, let 
us say, to the hazards of the x and y business; after consolida- 
tion, the consolidated company would have the joint powers 
of companies A and B, and therefore would have the right to 
exercise the power z. The company might, in fact, decide 
to discontinue the exorcise of its x and y business and con- 
centrate oil the z business Thus, if powers x and y were those 
of building, and of buying and sclhng real estate, and power z 
was tba.t of dealing in automobiles, the consolidated company 
would become an automobile business and an investor in 
company A who originally had no idea of committing his 
fuiidH to any but a contracting and real estate bu.sincss, would 
find himself in the automobile business. Hence, it would 


uRsnciutfs, — whom iho bill dcrlaicd \icro commonly known ns Standard Oil pcople*~%\ith tbo 
old diicrtoiB of the Corn l^ioduct^ Company, to defraud the Btockboldors of tbo latter company 
of tlioii property The feclinea that eaiated between the Picsidonts of tbc two Compamca were 
hardly such n? to ]ia\o ciicoiua£;cd a ooiiapiiacy Some of the nUcgationa made in the bill \tcro 
at least ontcriaining in view of the hi8tor> of the combination For example it Vras alleged that 
the stoolvholdciB of the Com Fioducta Company were diBooutaged as much as poaaiblo by such 
reportB aa would induno them to acU out oi tianafer their atoolc Ihe bill further doclarea, 
"from the beginning the Company hua been aubiooted to attark by the Standard Oil Company 
One method was the consti notion of a factory for the New York Olueoae Company by Bedford 
and hiB ueaoi mtes This method failed and it wax then attempted to buy the stock of the Com 
Froducta Company by dopi e< lating the* stork x aluca, and by bbIcb of lai ge quantities of stork on 
different oxrhanpcB in laipr nmuuutx, and buying it in ugiin at a lower bguro The S60,000,000 
of oomnumatorkwaH (ubdownby falni oalce toone^tenth of its Buppoeed value, whde $30,000,000 
of prrfiriid abn<k was drpiouatrd to unr^uortor of Ub pai value This incident illustiatcs 
ndiutritblv the dilhrulty of oftociing a Uni rooigani/atmn without the aid of the courts and a 
judicial Halo of tlio old roiupnny'u propcity I heir aic ulwiiys Btorkhohhrs xvho consider Uirm- 
solvfB agt'iioved Mnut bciiuub of all tiirio air iilwayH hnideti of spiiulalora and uiiBcrupulous 
attmneya uho stand ready to bring amt ugniimt a compativ, ostmaibly to obtain rights iii the 
name of jnatiou, but actually to romiirl the laryo rmnoriition to buy itn peace at Borrot and 
exorbitant terms In tlio present iiiRtancr the fata that the Corn Vroducta llohmng Company 
waa under the irmtrot of men conueelnd with the Htandaid Oil Company was mado much of in 
the publio proBB, appaicntly to projudioo pubho opinion nguinat the Company. 
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appear, the powers of the consolidating companies must not 
only be similar in kind but similar in amount.^ 

Rights of objecting stockholders, — It would scorn from 
what has been said that objecting siockholdeis may have two 
grounds for objection* (1) the proposed consolidation is ille- 
gal; (2) the stockholder docs not deem it expedient. To pro- 
tect himself from injury on ground (1), he may start an action 
for an injunction in an equity court, and to protect himself 
• against ground (2), he may have recourse to certain statutes 
provided in most States for the protection of minority stock- 
holders who do not wish to be forced into a consolidation 
against their will. These statutes usually provide that the 
disgi’untled minority stockholder may apply to a court of 
equity which will appoint appraisers to appraise the money 
vdue of the applicant’s stock. The appraised value is then 
paid by the consolidation, as well as the expenses of the pro- 
ceedings for valuation, and the objector’s stock is canceled.® 
Effect of consolidation on stockholders and creditors, — 
The stockholders of the constituent companies become stock- 
holders in the now company on an agreed basis,® and the 
creditors of the constituent companies become creditors of the 
consolidated company, though their equities in specific 
properties arc preserved as far as possible. 

The extent of the problem involved in. consolidations, and 
its solution, will be bettor appreciated and understood by one 
who carefully examines the following exposition of a hypo- 
thetical situation. 

Company A Company B 

(1) Stockholders (1) Stockholders 

(2) Mortgage creditors (2) Moitgage creditors 

(3) Unsecured creditors (3) Unsecured creditors 

Company M 

(1) Stockholders 

(2) Mortgage creditors 

(3) Unsecured creditors 

* Tho specific question came up in Iho consolidation of the United States 
Leather Company and tho Central Loathci Company Sop A. S. Dowing, "Coi- 
porato Promotions and Eeorganizations," pages 46-0 The opinion i of erred to 
in Dewing will bo found in Colgate v. U. S. Lea thoi Co , (1905)) 76 N J. Eq, 220. 
Bee also Copeland v. United Shoe Maohmory Co., (1016) 84 N. J Eq, 276 
‘ For a case in point explaining other methods, and citmg other eases, soo 
0 W. Gerstenberg, “Materials of Coiporation Finance,’' pages 1 010-21. 

^ Seo pages 634 et seq, foi discussion of financial basis of consolidation. 
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Companies A and B consolidate into company M. Each 
constituent has stockholders, mortgage crcditois, and unse- 
cured creditors. After consolidation, the consolidated com- 
pany incurs debts, M (3), and issues a mortgage on the 
consolidated property to M (2). Wliat are the rights of A. (1), 
A (2), A (3), 5(1), 5(2), 5(3), A/ (1), A/ (2), A/(3)v 
In fact, M (1) takes the place of A (1) and 5 (1) ; wc may 
also say at once that all debts must be paid off before stock- 
holders share in the proceeds of liquidation and that Af (1) 
will get what is left after that has been done. The general 
rule as to mortgages is that specific hens are not disturbed, 
A (2) therefore has a first lien on propeity A, 5 (2) has a 
first lien on property 5, and if we assume for the sake of sim- 
plicity that the only property M has is A plus 5, then M (2) 
has a second Men on properties A and 5. How about A (3) 
and 5 (3) ? A consolidated company assumes the debts of 
its constituents, and these unsecured creditors therefore may 
sue the new company to recover the amount of their indebt- 
edness. But they may go still further. The lule is stated by 
one legal authority thus: 

A corporation holds its property ns a tnistce, fust, to moot its (ihlip;a- 
tions, and, afterwnids, for Iho benefit of its orcdilorB It cannot give 
away its pioporty or enter a consolidation, the elleot of winch is to tiansfor 
its ahseta and torininato its OMstenco, to the prejudice of its creditois. A 
oonsohdiitcd corporation is not a purchasoi for value without notice, and 
a court of equity will treat the nRsetR of n ronHolidalmg corjioiation ns a 
trust fund foi the henelit of its oieditors aiul, upon its consolidation with 
unpaid debts, will pursue its assets and lay hold of them in the hands of the 
consohdated coiporiition and apjily them to the paynicuts of such debts 
. . . Whore, however, the consolidated corporation has sold the jiropcrty 
so acquiicd to a boria fide purchaser for value, a creditor cannot follow it.' 

It appears, then, that property A must be used first to pay 
the A (1) mortgage on it, then the M (2)® mortgage, then the 
A (3) uusecuiod creditors, and then any other debts that may 
remain unpaid. The same arrangement will hold for property 
5. The situation as a whole may be summarized iu the fol- 

' W C. NoyeS) “IntcrcoTpoiato RelatwmB,” Sec 87 

® The question is suntotimcs inised how is it, in -view of the rule quoted m 
the previous paingraph, lliat Jl/’s niortgago conics in ahead of A’s unsocured 
cieditors? Tho answer is lhat company jif stniids m the shoes (if wo innv be 
pormittod that figuro of speech) of company A, .and sinoo e-onipunv A ordinarily 
could liave placed a seooiicl mortgage on its property, (assuming, of course, 
that tho company was nut insolvent, or if insolvuiil tliat the mortgage repre- 
sents some property acqmied by A at the time ol giving tho mortgage) so 
M can place a mortgage on tlio property that will have piiorily over tho unse- 
cured oreditois. 
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lowing diagram, where the groups are arranged, reading from 
left to right, in the order of the piiority of their claims in 
respect to each of the properties. All the groups in the ovals 
near the right-hand end of the line share as a single cla.'^s; 
that is, they take what is left after paying the oiher groups 
in proportion to the size of their respective claims. It will be 



noticed that some of the groups, A (2), for instance, appeal in 
both Imcs. This simply means, as to A (2), that it has a first 
claim against propeity A, but if property A is not of sufficient 
value to satisfy the claim in full, the unsatisfied pait of the 
claim will lun against propeity B in the position indicated. 

Effects of consolidation on after-acquired clauses in cor- 
porate mortgages. — The explanation given above may seem 
complicated, but after all it is vciy simple and would bo suffi- 
cient for our purpose were it not for the fact that companies 
frequently have after-acquired clauses in corporate mortgages 
covering all their properties. Since these corporate mort- 
gages frequently secure large bond issues, and since the holders 
of other bond issues may also be interested in consolidations, 
we must pause for a moment to consider the effect of con- 
sohdation on bondholders whose claims are secured by mort- 
gages with after-acquired clauses. 

Some effect would imdoubtedly be given by the courts to 
the consolidation agi cement if it made icfcicnce to the mort- 
gages of the constituent companies and gave the holders of 
bonds secured by such mortgages ceitam rights under the 
consolidation agreement. In practice, however, it is usual to 
' close the mortgages of the constituent companies and if any 
further issues of bonds arc necessary, to make them under a 
new and larger consolidated mortgage. It is therefore to the 
interest of the consolidated company to restrict the lien of 
the mortgages of the constituent companies to the properties 
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which the several constituents contribute to the consolidation, 
and to pi event such underlying mortgages from attaching to 
after-acquired property. In this way the security behind the 
new consolidated mortgage will be stionger. The courts have 
shown a disposition to encourage consolidated companies in 
maintaining this position.’ It is quite clear that when several 
companies consolidate, one constituent cannot bo said to be 
"acquired” by the other in such a way as to make the mort- 
gage of the latter company cover the propeity of the former 
under the piovisions of an “after-acquiicd” clause. 

Problems in the scientific method. — The scientific method 
of consolidation proceeds on the theory that a constituent 
has two distinct things that it can contribute to a consolida- 
tion, namely, assets and earning power. We shall not concern 
ourselves here with the intricate problems of the valuation 
of public utility companies for rate-making purposes, or for 
purchase by a municipality th.at has decided to operate its 
own utihtics. To be sure, however, the principles of valua- 
tion developed in valuation cases by utility commissions and 
by the courts may bo diawn upon with good effect by the 
drafters of a consolidation agreement, but in practice consoli- 
dation has proceeded on simpler and more nigged lines. It 
is our purpose to outline the scientific method as it has 
appeared in piactico. 

''J''ho two problems involved aio: (1) assuming that the 
tangible assets and the intangible assets (that is, the excess 
earning power, explained later) arc to be ascertained by inde- 
pendent appraisals of assets and audits of earning power, 
how shall the stock of the new companies be distributed; and 
(2) how shall the appraisals and audits bo made? 

The reader of the preceding paragi’aph may have hastily 
come to the conclusion that we have put "the cart before the 
home”; that the first step should be the valuation of the 
assets. Now a moment’s thought will show that the method 
outlined is the more scientific. In other words, the procedure 


• Railway Stcol Kpiing Co v Chicago & K I R, Co , (1017) 246 Fed 338, 
and cases there cited The statute luider which the cousolidiition, takes placn 
will also have soiuo effect on the lialnlity of conwilidatcd compnniea. Compaio, 
foi example, Irviuu v. M. Y. Fdison Co , (1913) 207 N Y. 425 (a consolidation 
undci the Stock Corpoi.ition Law of New Yoik), with Matter of Bci*gdoif, 
(1912) 206 N. Y. 300 (a moiger under the Banking Law of New York) 

“ A Maclicn, “Modern Law oi Corporations," Hec. 1866, and oases there 
cited. 
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here advocated rests on the theory that the plan of agreement 
should be founded on some logical rule, but that the actual 
distribution of the stock should depend on the application 
of that lule to the appraised value of the tangible assets 
and to the earning power of the respective companies. First 
decide on the plan, then get the facts and apply the plan to 
them and let the facts determine what the total capitalization 
of the consolidated company will be and what each constit- 
uent's share will be. In this way we eliminate the suspicion 
of prejudice in outlining the plan. 

Brief outline of the scientific plan. — Before proceeding to 
give details, we can make our explanation clearer by very 
briefly outlining the scientific plan as a whole. The con- 
stituent compames under this form of agreement simply 
decide that all tangible assets diall be paid for with preferred 
stock at par and that the excess earning power shall be paid 
for in common stock. The excess earning power is usually 
called intangible assets or goodwill and is found by subtract- 
ing from the capitalized earning power the amount of tangible 
assets.^’- Thus, if the tan^ble assets amount to 1100,000 and 
the not earnings of a company amount to $25,000 a year, and 
we consider that 6 per cent is a fair rate at which to capitalize 
the earnings, the capitalized earnings will be $500,000 and 
the excess capitalized earnings will be $500,000 less the 
amount of tangible assets ($100,000), or $400,000. This 
company, then, would have $100,000 of preferred stock and 
$400,000 of common stock. 

In determining what are the tangible assets, it is customary 
to disregard the liquid assets, that is, cash and accounts, notes, 
and bills receivable.^* The theory is that current assets of 
each constituent will be used to pay the current liabilities of 
the constituent companies and whatever is left over will be 
turned over to the stockholders of the constituent companies. 
This procedure has the merit, at least, of eliminating several 
elements that might complicate the problem of distributing 
the new stock, though it does add a new problem to the con- 

Bee Soaich V. Moeon-Saaman Transp Co,, (11)16) 160 N Y, Supp. 670, 
repjintod m C. W. Gerstenborg, “Materittla of Corporation Finance,” pagps 
1019-21. 

i> See 0. W. Oeratenboig, ‘‘MatoiiiilB of Coiporntion Knance,” pago 617. 
In Bomo cases, however, the hquid assets are transferred to tho conaohdated 
qonapany, and bonds or prefeirod stock are given m payment therefor to the 
oonstitnents 
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solidation proceedings — that of providing the new consolida- 
tion with adequate working capital. This woiking capital 
is frequently obtained through the issue of bonds or preferred 
stock. 

An example of the scientific method. — To explain fully the 
plan of the scientific method without consuming an undue 
amount of space, we shall do well to employ some concrete 
hypothetical facts. We shall assume, therefore, that three 
companies. A, B, and C, are about to consolidate and that the 
essential facts concerning these companies are as follows: 


Company 

Tangible aaseta 

Average annual earmngs 
for Jive years 

A 

$400,000 

$ 40,000 

B 

200,000 

40,000 

C 

150,000 

45,000 

Total 

$760,000 

$125,000 


Tf we assume, now, that the savings of consolidation would 
amount to $50,000, our total earnmgs would amount to $175,- 
000 a year. Let us as.sumc that 10 per cent is a fair i ate at 
which to capitalize. We aie now ready to show how the 
stock of a new consolidated company, X, might be distributed. 
The scientific plan, it perhaps should have been said before 
this, does not provide a hard and fast division of .stock, but 
merely implies a principle, namely, that assets shall be paid 
for in preferred stock and excess earning power in common 
stock. We shall now show several practical methods of 
applying that principle. “ 

Scientific method number 1, — ^The total capitahzation will 
be $1,750,000 (the combined carmngs plus the savings, capi- 
talized at 10 per cent), from which will be subtracted $750,000 
(the combined assets) to be distributed to A, B, and C in 
preferred stock for tangible assets as follows: A, $400,000; 
J5, $200,000; C, $150,000. The remaining $1,000,000 of 
stock will be common stock that may be divided on the basis 
of earnings — 40/125 to A, 40/125 to B, and 45/125 to C; 
that is, for A, $320,000; for B, 1320,000, and for C, $360,000. 
Assuming now that all the stock will earn 10 per cent, as it 

»» "Financing Problems of Moflcin Consolirlations," by S. P. Mocoh, 
The Jouuial of Business, April, 1030, for pics(>nl(ition of several pinna of ibs- 
tiilniting common stock undei the suiontific mcthoil of consolidation, proposed 
for a contemplated amalgamation which failed of consummation because of 
the human clement. 
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should if our hypn^hese3 are correct, the situation may be 
summarized as follows 


Company 

Pr^etted stone 
for assets 

Common stoat 

,Ot vO'l l tjL 

Total 

Income Share of sav- 
inqs of con- 
solutaliOH 

A 

$400,000 

$ 320,000 

$ 720,000 

8 72,000 

&.i2,000 

B . . .. 

, 200,000 

320,000 

520,000 

52,000 

12,000 

C 

153,000 

3uu,000 

610,000 

61,000 

0,000 

Total . 

$750,000 

.«!1,30G 000 

$1,750,000 

$176,000 

$50,000 


One fact to be noted heic is tlio amount which each com- 
pany received of the saiunas of consolidation, which wo 
assumed to be $50,000. The amount for each constituent is 
the difference between tne olu income and the income derived 
from the consohdation. A's share is»$32,000, B’s $12,000, 
and C’a only $6,000. One might ask oneself — especially if 
one had thought of simple economic principles — ^why should 
A receive so much more mcome than B ov C when A contrib- 
uted no more income than B and actually less than C? 
Indeed, the company with the largest income ns a constituent 
has the smallest income now. True, the income as well as 
the stock is divided somewhat in proportion to the assets con- 
tributed, but after all, what are assets without eaining power? 
A cynic might say they are worth a minus quantity since they 
represent so much more property to be kept in repair. But 
to pm-suc this argument further ivould lead us into the theme 
taken up elsewhere — ^the proper economic liasis of capitaliza- 
tion. The fact is that wo must find some other basis of dis- 
tribution that will give more weight to the important element 
of earning power. 

Difference between earning power and earnings. — ^It may 
be asked: why not divide the total capitalization on the 
basis of earning power alone, and disregard assets entirely? 
Such a solution would, indeed, be theoretically almost correct. 
But there are two difficulties hero, one quite practical and the 


It IS assumed in this example that the piofeiiPcl and the common pay 10 
per cent. If the profoned stock paid 8 per cent, tlic cununSH (o bo rnpitnli/ed 
in Older to determine the amount of common stock would bo the ooinbmod not 
profits loss 8 per cent of the prefcried stock, i o , 8 poi cent of tho total assets 
for which preferred will be issued. Thus, in tiio oxamplo almve, whore tho 
Tangible assets equal $760,000, $00,000 would bo sulitiactod horn tho earnings 
of $176,000 and $115,00u would be capitalized at 10 per cent, making $1,160,000 
instead of $1,000,000 common stock to be distributed for earnings. 
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other somewhat theoretical. The practical objection arises 
out of the fact that the stockholders who have made large 
investments in their liusinoss would not sign an agreement 
that disicgardcd such investments entirely. The theoretical 
objection is that while carniiig power is important, earning 
power does need to be associated with capital investment,^'’’ 
It may be that company C has relatively high earning power, 
due, perhaps, to the energy, ability, and youth of its mana- 
gers. But after all, a large pait of the so-called savings of 
$50,000 may arise from the fact that this energy and abihty 
will be applied, after the consolidation, to large plants. 'We 
must find, then, some plan that will neither disregard the 
assets entiiely nor disregard earning power, or rather a method 
that will not confuse earning power and earnings. After all, 
company A and company B have the same earnings but not 
the same earning power. Company A has an earning power 
of $40,000 divided by $400,000 (eainings divided by capital), 
or 10 per cent, while company D has an earning power of 
$40,000 divided by $200,000, or 20 per cent, 'riiis leads us 
to a discussion of a second method of distribution. 

Second method of distributing stock on scientific basis. — 
Wo assumed in our problem that 10 per cent was a fair basis 
of capitalization. Why, it may be asked, choose 10 per cent^ 
The basis of capitalization may be fixed on the same tiain 
of reasoning that a utility commission or a court uses in arriv- 
ing at a fair rate of return on capital in public utility rate 
cases, namely, taking all the circumstances into consideration, 
what rate of income would have to be promised to investors 
to persuade them to put money into the enterprise on the 
same terms of risk and control as the stockholders? We 
may assume, then, that in sclcetmg 10 per cent as the basis 
for capitalization we have concluded that this figure is the 
return which one could expect from investing capital in a 
concern of this character without participating m the active 
management.'® 

In other words, unless a company can show 10 per cent 
of earnings on its capital, it is really not earning profits at 
all; it IS merely earning compensation for the capital invested. 


Compare the coonomist’s Law of Proporlionahty. See J. E. Turner, 
’'Introduotion to Economics,” pages 361-363 

“ See J E. Storrott, “Yield on Tindo and Public Service Investment,” 
American JSconoimc Review, March, 1916. 
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Company A earned 10 pei cent, company B, 20 per cent, and 
company C, 30 per cent. Thus company A really pained no 
profits at all; it earned merely a fair return on the investment 
Wo may cast up some of those preliminary facts in the form 
of a table. 



1 

n 

III 

IV 

V 


Taitffthli* 

aaaita 

Earnttiffa 

Rate of 
earntnga 

Rate of 
enrnt7t05 tn 
exck rf of 10 
2ur rent 

Rati lA 
column I 
applied to 
column 1 
capital 

A 

$400,000 

$40,000 

. 10% 

0% 

0 

B 

200,000 

40,000 

20 

10 

$20,000 

C 

Total 

160,000 

$750,000 

46,000 

$126,000 

30 

20 

30,000 

$50,000 

If 

we capitalize 

as before 

at $1,750,000 (that 

is, capi- 

talize the earnings of $125,000 plus the assumed savings of 


$50,000 at 10 per cent) and subtract from this the $750,000 
required to pay for the tangible assets, we shall have left 
$1,000,000 of common stock to be distributed on the basis 
of the earning powers of the several constituents. The divi- 
sion may be on the basis of column III, or IV, or V. If 
column III is selected, for example, A would get of 
$1,000,000, B, and C H column IV is selected, 

A would get nothing, B, H, and C, %. If column V is used, 
A will get nothing, B, and C, H- Tho result may be 
cast up in tabular form as follows. 


Division of common stock on l^asis of rate of earnmgs. 



Prefer! ed 
slock 
for assets 

Common 

slock 

Total 

Income 

Hhare of 
savings 

A . 

$400,000 

$166,667 

$666,067 

$56,666 70 

$16,666.70 

B 

200,000 

333,333 

533,833 

63,333 30 

13,333 30 

C 

150,000 

500,000 

650,000 

66,000 00 

20,000 00 

Total 

$760,000 

$1,000,000 

$1,750,000 

$176,000 00 

$50,000 00 


Division of common stock on basis of excess rate of 
earnings: 



Preferred 
stock 
for assets 

Common 

slock 

Total 

Income 

Share of 
aavinge 

A. ... 

. $400,000 

None 

$400,000 

$40,000 00 

None 

B 

. 200,000 

$333,333 

533,333 

53,333.30 

$] 3,383.30 

a 

, . 160,000 

688,667 

816,067 

81,006 70 

30,000 70 

Total 

$760,000 

$1,000,000 

$1,760,000 

$176,000 00 

$60,000.00 
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Division of common stock on basis of excess rate applied 
to capital 



PrcfcDed stock 

Common 

Total 

Income 

Share of 


for oksets 

kloch 



savings 

A . 

$400,000 

None 

$400,000 

$40,000 

None 

B 

200,000 

400,000 

600,000 

60,000 

20,000 

C .. 

150,000 

600,000 

750,000 

75,000 

30,000 

Total 

$750,000 

$1,000,000 

$1,750,000 

$176,000 

$60,000 


Another method. — It will by this time be understood 
by the reader that thcie is no one scientilic method, but that 
the scientific method meicly means making some allowance 
for tangible assets m preferred stock and some allowance for 
earning power in common stock. Just what allowance shall 
be made in any given case is a matter for the parties to nego- 
tiate. Here we merely wish to present a number of bases on 
which negotiations may proceed. 

Since the amount of prospective savings of consolidation is 
always a matter of conjecture, it sometimes is deemed advis- 
able to neglect this item entirely and to capitalize the earning 
power at a rather low rate. Thus, instead of adding the 
prospective earnings to the actual earnings and capitalizing 
on a 10 per cent basis, the actual earnings only may be con- 
sidered and these will then bo capitalized at, say, 6 to 8 per 
cent. Moreover, instead of subtracting tlie stock to be 
issued for tangible assets from the total capilalization, the 
plan under consideration contemplates giving stock for tan- 
gible assets and additional stock for earning power. Suppose 
we capitalize our earnings on the basis of 8 per cent and see 
just how the agreement would woik out. 


1 

For assets 

Earnings 

Capitalized at 8% 
(fjommon stock) 

Total 

stock 

A 

. $400,000 

$40,000 

$600,000 

$900,000 

B 

200,000 

40 000 

500,000 

700,000 

C 

. 160,000 

46,000 

662,600 

712,500 

Total . 

, , . $750,000 

$126,000 

$1,662,500 

$2,312,500 


Assuming that the savings actually do amount to S5(),000 
and that there is available, then, a total of $175,000 for divi- 
dends, and that the preferred stock is 8 per cent non-partici- 
pating, wo would use up for preferred dividends $60,000 (8 


1’' Thooretieally it is not nccpasary that prefeired and common stock shall 
bo used. The stock may bo all of one class 
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per cent of $750,000) and would have available for common 
stock $116,000, and this would pay dividends at the rate of 
somewhat more than 7 per cent; the several constituents 
would receive total income from preferred and common stock 
as follows; 



Ptefetied 

Common 

Told 

Bhnie of 


dividend 

dividend 

iruomo 

vavinga 

A 

$32,000 

$30,800 

$08,800 

W8,800 

•B 

16,000 

30,800 

.52,800 

12,800 

C 

12,000 

41,400 

63,100 

8,400 

Total 

$00,000 

8,115,000 

$175,000 

$ 50,000 


Favoring the assets. — ^Piofessor Cole, in his “Accounts, 
Their Construction and Intcrpictation,” gives a luetbod of 
distributmg the stock of the consolidated company which 
favors the company that puts m the largest amount of tangible 
assets. For one who has gone over very caiefully the meth- 
ods already described, a lengthy exposition will not be neces- 
sary. The following table will show the preliminary steps 
necessary in the calculation.^® 



I 

II 

III 

IV 

V 

VI 


Asic/s 

Eaimnoa 

Rate 

Rate in 
eueaa 
of 10% 

Ercc&a tale 
applied, 
to nitbcls 

Ptopor- 
tion of 
goodwill 

A .. 

$400,000 

$40,000 

30% 

0% 

0 

0 

B 

. 200,000 

40,000 

20 

10 

$20,000 

% 

C . 

160,000 

45,000 

30 

20 

30,000 

Total . 

$750,000 

$125,000 



$50,000 



Since B is contributing % of the goodwill or profit-earning 
power (column VI), and C is contiibuting %, they will each 
get, respectively, % and % of the stock applicable to earnings 
($500,000), that is, the capitalized earning power ($125,000 X 
10) less the stock given for assets ($760,000). B, therefore, 
will receive $200,000 and C $300,000. This calculation has 
taken no account of the savings of consolidation. Very well, 
then, wo will give A, B, and C for earning power or goodwill, 
respectively, nothing, $200,000, and $300,000. The carmngs 
plus the savings, $125,000 plus $50,000, capitalized at 10 per 
cent, amount to $1,750,000. From this we take $500,000, 
already given to B and C, leaving $1,250,000. This will be 

“ The amounts in the columns me calculated as follows: Column III is 
equal to II divided by I; column IV is the diflcienoo between column III 
and 10 per cent; column V is I multiplied by IV; column VI is tbo separate 
items in column V dmded by 60,000, the total of the column. 
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distributed to A, B, aud C in proportion to their contributions 
of assets, to A, to B, and ^5 to C. The cntiie 
stock will therefore bo distributed as follows : 



For oai ning 

For 

Total 

Income 

Share of 


imi'cr 

assets 



savings 

A 

Nothing 

$066,067 

$606,667 

$66,067 

$26,607 

B 

$200,000 

333,333 

533,333 

53,333 

13,833 

C 

300,000 

250,000 

660,000 

55,000 

10,000 

Total $600,000 $1,250,000 $1,750,000 

$175,000 

$50,000 


Summary. — The 

following 

table is 

given by 

way of 


summary. 


Method I Method II Method III 




Share of 


Shai 6 of 


Share of 


Income 

savings 

Income 

savings 

Income 

savings 

A 

$72,000 

$32,000 

$56,667 

$16,607 

$40,000 

Nothing 

B, 

52,000 

12,000 

53,333 

13,333 

63,333 

$13,333 

a 

61,000 

6,000 

66,000 

20,000 

81,667 

36,667 


Avehaqe of 

Method IV Method V Method VI Add Methods 
Hhaieof Share of Shaioof Share of 

Income samngs Income taniiff'i Income savings Income savings 

A. .. S40,000 Nothmi? $tH,0')0 $2S,8()0 $(>0,007 $20,607 $57,357 $17,366 

B. .. 00,000 $20,000 02,800 12,800 63,333 13,333 64,133 14,133 

0 . 76,000 30,000 63,100 8,100 55,000 10,000 03,611 18,511 

Explanation of methods used. — ^'Chc following conditions 
aio a.ssunK’d m arriving at the results under each method: 

I. Total earnings plus savings capitalized at 10 per cent, 
assets paid for in preferred stock and remainder of capitaliza- 
tion (tliat is, common stock) divided on basis of earnings. 
(See page 636.) 

II. Same as I except that common stock is divided on the 
basis of each company’s rate of earnings. (See page 638 ) 

III. Same as I except that common stock is divided on 
basis of rate of earnings in excess of a fair rate of return. 
(Sec page 638.) 

IV. Same as III except that division of common stock is 
on the basis of the oxces-s rate of earnings applied to the 
assets on which those excess earnings were earned. (See 
page 635).) 

V. Eight per cent preferred stock given for tangible 
assets, and common stock given for earnings of each company 
capitalized on basis of 8 per cent. (See page 640.) 
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VI. This method is difficult to summarize. Stock is fiist 
given for earnings; the total amount of stock for this purpose 
is found by capitalizing earnings (net earnings plus savings) 
and subtracting the total of tangible afisets, this difference 
gives the amount of stock issued for earnings and is dis- 
tributed among the constituents in proportion to their 
excess earnings, that is, earnings above an amount sufficient 
to pay a fair return on the assets. Then stock is given for 
the assets; the total amount of this stock is the difference 
between the combined earnings and savings capitalized and 
the amount of stock given for earnings. It is divided among 
the constituents in proportion to their tangible assets. (See 
page 641.) 

It will be noticed that Method I is most favorable for A and 
least favorable for B and C; Alethod III is most favorable 
for G] Method IV is moat favorable for B] both Methods 
III and IV are least favorable to A. Undoubtedly a fair 
basis of division would bo one giving stock to the constituents 
in amounts sufficient to enable each constituent to get the 
income shown in the last part of the table. As each method 
was explained in the foregoing discussion we gave the reason 
for which that method might be selected. In practice it 
would hardly do to attempt to make all the calculations given 
and then average them up. Borne single method must be 
selected in view of the circumstances, in view of the tactical 
strength of the several companies, and in view, perhaps, of 
other elements, such as the personal force of the owners of the 
respective constituents. 

Plan where bonds, preferred stock, and common stock 
are to be used. — ^In the illustrations given, only preferred and 
common stock were provided for in the financial plan. If 
the plan contemplated the issuance of bonds, prefcired stock, 
and common stock, the bonds would be issued for current 
assets, the preferred stock for remaining assets, and the 
common stock for earnings. In arriving at the capitalized 
earnings of each of the constituents, the amount of fixed 
charges payable on the bonds issued to the corporations enter- 
ing the consolidation, as weU as the dividends on the preferred 
stock, will bo subtracted from the earnings of each of the 
constituents before capitalizing the combined earnings. 

Thus, assume that Company A, a constituent of a con- 
solidation, has current assets of $600,000, fixed assets of 
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$2,000,000, and average earnings of $376,000. li will 
receive under the plan 6 per cent bonds in the amount ol 
$500,000, and 7 per cent preferred stock for its $2,000,000 of 
other assets. To arrive at the earnings of A to be capitalized 
in order to determine the common stock to which it is entitled, 
there must be subtracted from $375,000 the sum of $30,000 
representing interest on the bonds and $140,000 representing 
dividends on the preferred stock, or $170,000. The net 
earnings to be capitalized are therefore $205,000. Assuming 
that earnings of all the companies, after deduction of interest 
and dividends on prior securities, are to be capitalized at 10 
per cent, and that the total earnings of three constituents 
includmg A, after deduction of interest and dividends, are 
$650,000, the total capitalization of earnings will be $6,500,000, 
represented by common stock of which A would receive 
$2,050,000. 

Valuation of tangible assets. — ^A consolidation agreement, 
as wo have seen, will, if it is based on a scientific plan, seek 
to give to the constituent companies preferred stock for tan- 
gible assets and common stock for goodwill; it becomes neces- 
sary , therefore, for the agreement to provide some method by 
which the value of the assets will be deternuned. Perhaps 
the simplest method is to have each constituent draw up an 
inventory of its tangible assets and then to have tho inven- 
tories checked by expert appraisers. The agreement may, 
however, give special dhcctions for the appraisal of ccrttdn 
kinds of assets, such as patents, patterns, unfilled contracts, 
and tho liko.‘‘’ The aiipraisals, together with balance sheets 
covering several years past, should then be given to a com- 
mittee composed of one representative of each concern, with 
the promoter or some other disinterested person or persons 
as an arbiter, which committee should finally decide on the 
valuations of the properties. The committee may also 
deter mine, with the aid of independent auditors, and upon 
examination of income statements for several years past, 
as indicated hereafter, what is the earning power of each con- 
stituent on the basis of which its intangible properties will 
bo valued. Sometimes the whole matter is turned over to 
one or more outside parties in whose ability and integiity 
all tho constituents have implicit confidence. Thus, in the 


» See C, W. Geratcnbcrg, “Materials of CoiporaUon Finance,” pages 601-2 
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consolidation of the International Harvester Company, J. P. 
Morgan was given power to appraise a large pait of the assets 
of the constituents.®" 

Mortgaged properties. — ^Wc have seen that consolidations 
usually do not take over the liquid assets of the constituents. 
For that reason the agreement may well provide that the gen- 
eral debts shall not become obligations of the consolidated 
company but shall be paid out of tlic current assets retained by 
the constituents. But mortgages and other specific liens on 
the property taken over by the consolidation cannot be 
dismissed in this simple way. The usual method of treating 
mortgages on constituent properties is to piovide that all 
assets taken over shall be paid for in preferred stock at par, 
but that there shall be subti acted from the preferred stock 
which each constituent is to receive, an amount of preferred 
stock equal to the amount of funded indebtedness or mort- 
gages of the constituent, or, as seems more equitable, equal 
to 125 per cent, or some other lato in excess of 100 per cent, 
of the mortgage indebtedness.®^ 

Companies with small earning power. — Each company 
coming into a consolidation receives preferred stock for assets 
— ^preferred as to dividends at 8 or some other rate per cent. 
Suppose, however, that the earnings which a given company 
contributes are not sufficient to pay the stipulated rate of 
dividends on the amount of preferred stock to be issued for 
assets; is it fair that the caniiiigs of the other constituents 
shall be drawn upon to make up the deficiency? One way 
out is to provide that if the earnings of the constituent do 
not equal, say, 8 per cent (if that is the rate of preference), 
then the company shall receive in preferred stock 1 2) ^ times 
the amount of its earmngs (121^ being the reciprocal of 8) 
and in common stock the remainder necessary to make up 
the value of its assets.®® 

Valuation of earning power. — ^Any one familiar with the 
income tax regulations knows that perplexing problems may 
arise in determining the mcome of a corporation. There is, 
to be sure, some difference between taxable income ami 


*“ Ihtd , pages 499 el seq 

*»For an example, see C W. Gerstonboig, “MnlerialH of Corporation 
Fxnanoc,” pages 536-641 

76rd., pages 538-9 and pages 499-526 
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earnings. Earnings, for example, may include a gam upon 
an exchange of property which, under the income tax law, may 
be tax-free. 

The chief problem of the promoter of a consolidation is 
to see that all companies are treated faiily. Thus the problem 
of what is the income of a corporation for income tax purposes 
is complicated by the question of what is a reasonable allow- 
ance to make for the salaries of the company’s officers who 
may, at the same time, be its chief stockholders. As far 
as they personally are concerned, and aside from the matter 
of taxes, it does not make much difference whether they divide 
the profits as dividends or as salaries, but the effect of a 
division one way or the other may result in a great variation 
in the amount of taxes the government will receive fiom the 
aggregate of the corporation and its officers. Now, in 
approaching this problem from the standpoint of the pro- 
moter of a consolidation, we see that laige salaries and small 
dividends for one constituent and small salaiies and large 
dividends for another constituent will result in inequity in 
calculating the eai'iiing power of the two constituents. We 
simply cut the Gordian knot and provide in our agreement 
that all salaiies of managers, officers, and similar higher 
employees (as distinguished from wages paid to ordinary 
employees) shall be added back in calculating the net earnings. 

ff’hc same prolilem is likely to arise m connection with 
insurance, money actually spent for repairs, renewals and 
uiicapitalissed betterments, and arbitrary allowances for depre- 
ciation. The better plan is to provide that all items thus sub- 
tracted in the accounts of the several companies in calculating 
net earnings shall be added back and that there shall be 
uniformly subtracted for each of these pui poses some per- 
centage of the assets to which they apply for example, 2 per 
cent of the plants, machinery, and so forth, for insurance; 
3 per cent for depreciation; and 2 per cent for repairs, replace- 
ments, and similar items. 

As previously intimated, adjustment must also bo made 
for items of income or loss that are non-rccurrent, since the 
capiLahzation is of normal operating earnings. Thus, profits 
such as gains on the sale of marketable securities owned by the 
company, profit on the sale of some fixed asset, and losses duo 
to damage that is now covered by insurance, would be subject 
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to adjustment in arriving at tlie earning power of constituculs. 

Shall interest paid by the several companies be subtracted 
before determining the net earnings ‘i’ Since, as wc have seen, 
the constituents arc rcquiied to pay back in preferred stock 
to the consolidated company the amount of iiidebtedness that 
stands against the property they turn over, and since they 
therefore are being deprived of the dividends on that pre- 
ferred stock, it would seem only fair that mterest on indebted- 
ness should be deducted in arriving at net earnings.®'* 

Finally, provision must be made for proper accounting 
methods on the part of the constituents. The rules of the 
Bureau of Internal Revenue on tins subject may well be taken 
as^ a guide. Uniformity is usually more important than 
scientific accuracy. 

Period over which earnings ■will be^ averaged. — ^In ascer- 
taining the earning power, it would he patently absurd to 
choose the earnings of any one year. On the other hand, if 
one company is very youi^ and the rest old, it would probably 
be unfair to average the earnings over a number of years, since 
most businesses during thch early years show relatively small 
earnings; exporiraeiits of pi eduction, the costs of early adver- 
tising, the expense of building up a proper personnel in 
various departments — all these items eat into earnings in 
early years. Borne allowance certainly must bo made. 
Wliere all the companies have established records, the number 
of years to be averaged in determining earning power should 
be large enough to include a period of general business pros- 
perity and one of general business depression. 

Rate of capitalization of earnings.— The question of the 
rate of capitalization was discussed in Chapter XVIII. 
Instead of speakmg of capitalization at a rate per cent, 
bankers have come to express the process as the purchase of 
profits for a certain number of years. In effect, the profits 
for a given number of years m the future arc being purchased 
without discounting them to their present worth, it being 
assumed that the profits beyond the number of yours would 
have little value when discounted and that this value is 
reflected in the purchase price by not discounting any of the 
years included. Moreover, the profits of the remote future 


>»l?or a typical agroemont oovciing all those points, see 
berg, "Materials of Corporation Finance, " pages 638-641. 
Finney, “Principles of Accounting,” Vol. 11, Chapter 47. 


C. W. Goraton- 
Scc also H. A, 
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years ai-e problematic and depend entirely upon what the 
new owner makes of the business during the years included 
in the term of the calculation. Probably the more logical 
method is to assume that each of the years included in the 
future will have profits equal to those of the last year, although 
as strong a case may be made out for the plan of assuming 
that each of the future years will have a profit equal to the 
average of several years in the past 

Compensation of promoter. — ^Undcr all the variations of 
the scientific plan discussed in the foregoing paragraphs, no 
allowance was made for the promoter of the consolidation. 
Very few consolidations of imrelated companies have taken 
place without the help of an outside promoter. The reasons 
for this are that the idea of consolidation has generally been 
conceived by a professional promoter and that no man is a 
“prophet in his own country”; the jealousies of rival concerns 
preclude the possibility of a satisfactory arrangement being 
negotiated by the manager of any one of them.®‘ 

What shall the professional promoter receive? — Since the 
scientific plan is essentially a theoretical guide, wo may 
answer the question just propounded by giving an answer that 
will be but a theoretical guide. The promoter should receive 
in proportion to what he contributes: the savings of the con- 
solidation. But, it may be objected, if the promoter is to 
receive a largo part of the savings of consolidation, what 
advantage can be offered the constituents; how shall they 
better their positions by the consolidation? 

Charles R Flint is one of the host known of the promoteis of eonsohda- 
tions, he says m his book, “Memories of an Active Lite,’’ in the chapter on 
“Becoming the Father of Trusts” (pages 203-6)’ “At this age I arrived at 
the folk of two roads, one of which, m the hght of forty-three yeais of experi- 
ence, I feel would have led to success — ^the othoi the load to failure I had had 
no experience m forming laige industnal consohdations — ^no one else had — and 
I took the wrong load The nght way would have been to give the general 
idea of consolidation to a thmiicieated tntemedtaty (italics are Mi. Mint’s), 
who as a neutral would have commanded the confidence of the manufacturers, 
and who would have secured all the facts necessary to foimulate a plan As 
a disinterested neutral ho would have been able to ostoblish intimate iclations 
with each manufacturer and secure his acceptance of the plan ” And speaking 
a little later of his attempt to piomuto a consolidation in the electrical hold, one 
of the constituents at this time being owned by Mr, Flint, he says. “I am satis- 
fied that a noutial could Imvo induced Fkhson to join the proposed consolidation . 
In answer to Edison’s final decision to mo as a competitor — ‘I will not merge 
my prostigo ns on electiinian with that of anothoi ’ — a neutral could have offered 
to name the consuhdation the ‘Edison Corpora tion ’ But hud I made that 
suggestion, it would have been mterproted as an evidence of great weakness.” 
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Several answers may be given to this question. In the 
first place, the constituents gain in stability of earnings; they 
are freed from the hazards of competition. This leads to 
another advantage, freedom from managerial worries on the 
part of the owner-manageis.-* 

Moreover, the promoters of many large consolidations have 
caused the stocks of the consolidated company to be listed on 
.the exchanges. Where this is done, the owners of the constitu- 
ents are able gradually to conveit some of their holdings into the 
bonds of governments, or raih'oads, or public utilities, and thus 
to free themselves from the hazards of a single investment. 

In the discussion of the variations of the scientific plan of 
consolidation, all the savings of consolidation were distributed 
to the constituents; just what part of the savings will go to 
the promoter is a matter for negotiation.' 

'The bargaining method of consolidation. — ^We must now 
take up another method of promoting consolidations — one 
that is very practical and that gives the promoter a very 
conspicuous place in the division of securities. In the bar- 
gaining method, the promoter estimates what the total 
earnings will be after the consolidation has been effected; 
that is, to present actual earnings ho adds the savings of 
consolidation. The total is then capitalized at a rate that 
would likely make the securities of the company sell at par. 
He then negotiates with the various constituents, giving to 
each as small an amount as possible in order to leave himself 
a wide margin of profits to compensate him for his work. 
What each constituent will get will depend, of course, on the 
importance of the company’s assets and earnings to the con- 
solidation. The most important company will probably bo 
dealt with first, since when it has been secured the others can 
more readily be forced into line. Thus, in the United States 
Steel Corporation, which followed this method, the Carnegie 
plant had to be dealt with on special terms.®® 

A. S Dewing, in hia_"Corpoiato Piomotions and Reorganizations," has 
shown that the opportunity to retire fiom business is frequently the bait 
held out to tho owners of the constituent ooneerns by the promoters of a eon- 
solidation See tho chapters on “Tho Rtaioh Consolidations," and “The 
American Malting Company.” Soo page 067 posl. 

** The reader will find a discussion of this method as applied to tho United 
States Stool Corporation in Profosaoi Mnuiice Robinson’s article m tho PolUical 
Science QmHerly, Juno, 1016, pages 277-300 Tho pioinotion of tho United 
States Steol Corporation has been fiequently described. See Cotter, "Autlion- 
tie History of the United States Steol Corporation." 
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This method of consolidation, it will bo realized, depends 
for its suecess upon the masterliness of the promoter. It well 
dcsGives the name of the man who employed it in one of the 
most conspicuous promotions among American corporations, 
and we may term it, theiefore, the Morgan method. 

The option method. — ^Tho option method differs from the 
bargain method in that it begins its opeiations with the con- 
stituents, whereas the bargain method practically begins with 
the consolidated company. The one makes a cake out of' 
whatever ingredients it can obtain; the other staits with a 
cake and divides it amongst a number of invited guests. 

In the option method the promoter proceeds fiom com- 
pany to company and prociues options on all their assets, 
dealing with each company separately on the best terms that 
can be procured. Ordmarily, the consideration that is 
offered is cash; that is, some consideiation is given to the 
people controlling the property to bind an option on their 
stock or property, which option is to be taken up within a 
given time at a stipulated price in cash. After all the options 
are procured, the problem of raising cash is considered 
separately. 

An example of the option method. — ^Just as we called the 
bargain method the Morgan method, so we may call the 
option plan the Flint plan, because the latter was so frequently 
and successfully used by Charles R. Flint. In his “Memorios 
of an Active Life” he describes the option plan as applied to 
the formation of the United States Rubber Co. as follows 

The rubber-shoo manufaotureis were as ignorant as to the bo&t way to 
effect a consolidation as 1 had been m my attempt to consolidate the electric 
light and power intoicsts, and they made the same mistake that I had made. 
They, however, showed gieat patience and industry m then efforts to con- 
solidate and at last they felt that they wore on the eve of success. They 
mot every fortnight for several months, working out the details of a con- 
solidation The result was, as is usu^ m such cases, that they finally 
agreed to disagree. 

At last, in 1892, several of the rubber manufactuiers intciviewed me, 
and I confeircd with thorn sepaiately I told them that, if they would 
leave mo ficc to bring about the ooiuiolidation, I was satisfied that I could 
do so within sixty days, but that J would not attempt it imle.ss they would 
agree not to discuss consolidation with oiio another. To this they con- 
sented. Although I was not successful in dealing ivilh the two most 
important companies — the Boston Rubber 8hoo Company, controlled by 


® 0. R, Mint, “Memories of an Active Life,” pages 298-300. 
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E. S. Converse, and the Woonsocket Rubber Company, controlled by 
Joseph Danigan, — 1 was successful m bringing about the fozmation of the 
United States Kubbci Company. This consolidation was voiy much larger 
than either of the two individual companies above mentioned and it ulti- 
mately absorbed them both 

I did not go to see the manufacturcis They saw mo. They gave me 
their detailed statements which [ ticated as coniidontial Then I drew up 
a plan for the consolidation 

I took options from the majority of the sliaicholdcis in each individual 
•manufacturing company, in winch options the othei mamifactuiing com- 
panies wliich we expected would foian part of the consolidation were not 
named. Instead, I piovided that the options would not become operative 
unless the consohdation started with tangible assets to the amount of 
$12,000,000, so that the parties giving options fully understood that the 
consolidation must include important manufactuiors, as tangililo assets 
of this amount would not ha-ve been possible unless some of the large 
compames were included. Under this plan no manufactunng company 
was absolutely necessary, which materially facilitated the negotiations. 

No industrial consolidation including a considerable number of import 
tant manufacturers had been brought about up to that tune, and pioneering 
in the securing of options was (hihcidt. I provided in the options that the 
tangible assets would bo appraised by the Arkwright Club of Boston, the 
president of the Chamber of Commerce of New York, and the president of 
the Chase National Bank, who had been Comptroller of the Currency, — 
which sounded good to the manufacturers. Instead of dummy original 
directors, I secured men of importance, including J. Edward Simmons, who, 
at different times, was president of the New York Stock Exchange, Now 
York Chamber of Commerce, and the Fourth National Bank; John I. 
Waterbury, president of the Manhattan Trust Company; Roheit M, 
Galloway, president of the Merchants National Bank, and Colonel William 
Barbour. 

Mr. Flint’s experiences are so valuable to persons under- 
taking the organization of consolidations that we quote 
another from his book,*® which, by the way, is thoroughly 
enjoyable reading from cover to cover. 

After 1 had organized tlie United States Rubber Company, nothing 
succeeding like success, August Belmont asked me to endeavor to biing 
about a consolidation which would include the New York Bolting & Packing 
Company, of which he was the paternal banker. To do that it was neces- 
sary for me to go West. I decided not to go unless I could start with 
the full confidence of all those interested in the New York Belting & Pack- 
ing Company. I thought the best vote of confidence would bo a full power 
of attorney m my favor, which I asked Belmont to give me. Wlion it was 
executed, Belmont handed it to mo with a "Thank God, that child's face 
is washed" sort of expression. To his surpiise I inimediatply handed it 
back to him. With some irritation he asked* "Why do you hand the 
power of attorney back to mo?” 

“ 0. R. Hint, "Memories of an Active Life,” pages 302~6, 
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"To possess it would prejudice me as a negotiator/' I said. "If I wish 
to succeed I must bo a dmntereslod intffrmedmry." 

I took the mght train foi Cleveland, accompanied by a member of tho 
firm of Evails, Southmayd & Choate, an expert accountant. I spent all 
day at the Cleveland Rubber Works, then all mght on a tram to Chicafto, 
then all day investigating the Chicago Rubber Woiks, and then with all 
interested parties I went to the Auditoiium Annex Hotel. Having in hand 
tho essential facts, I then undertook to “bell tho cat." I negotiated until 
2 A. M , aU next day and most of the next night, then pait of tho next day. 

At the Auditorium Annex tho diffoient parties had sepaiate rooms. In, 
organizing it is well not oo brmg the interobted parties together until all 
have been brought into agreement; foi othenvi&c, some kind of an argument 
is bound to start, and oneo an argument gels under way so many ancient 
grudges pop out that tho leal purpose of the meeting is soon lost in a 
genei al disagreement It is best to keep the different intoiests apai t, center 
with them sepaiately, and hold a general meeting only when all have agreed, 
and, with an identity of inteiest are leady for a Ic^e feast Aftci two 
days and mghts of negociation ui tho hotel, I had brought into hue every- 
one excepting McClymonds lie was Scotch and insisted on an extra 
$100,000 which, if granted, would have satisfied him and dissatisfied all the 
others No one know this better than McClymonds, but considerable 
hope commonly lurks in the breast of a hold-out. 

With matters still unsettled, we loft Chicago for New York, by way of 
Cleveland. McClymonds was going to get off there. When an hour from 
Cleveland we were no fuithor along in our talk than wc had been in Chicago. 

I had to name a final figure, and, having in mind the advantage of humor 
in a strained position, I said “MoCljononds, you lemind me of that Sootcli- 
inan who was attacked by a footpad on London Bridge. Tho footpad was 
getting the worst of the fight xvhen he was joined by ono of his fellows. 
But the two togethoi wero no match for the hardy Scot, thou a third came 
running in and turned tho battle. As tho tiio limped axvay, battered and 
forlorn, ono of them held aloft the booty 

"A .sixpence,” he muttered. “He’d er killed us if it had been a shilling 1" 

I then delivered my ultimatum, which McClymonds -accepted. I had 
my lawyer ivitli me, and there in tho sleepmg car tho agreement was 
completed, and all signed just a few moments before the train pulled into 
Cleveland 

No cash passed in that consolidation. The pui chase price was paid 
in prefoiicd and common stock There was no appraiser, no ceitified 
public accountant. Tho contract, wntten on the train on a single shoot of 
paper, was complete and conclusive 

How the cash to take up the options is raised. — Instead of 
actually raising all tho cash called for by the options, the 
promoter forms a syndicate that agrees to furnish all tho cash 
necessary, not exceeding the amount called for by the options. 
The consolidated company is then formed and tho holders of 
the properties are given an opportunity to take the stock and 
bonds of the consolidated company instead of cash. Calcu- 
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lations are made to show that the cash value of the securities 
offered exceeds the amount of cash called for by the option. 
The syndicate agrees that if any of the stockholders or bond- 
holders on whose securities options have been obtained insist 
upon cash payment, the syndicate will put up the cash and 
take in exchange for it the sccuiities offered to the optionors. 
The syndicate may bo given a commission of 1 or 2 per cent 
on the total amount involved and it will also make a profit 
‘ on the securities it is compelled to take in providing cash for 
the optionors who insist on cash. Usually the syndicate 
manager will "make a market" for the various securities of 
the consolidated companies and in this way will be able to 
realize cash on the securities as soon as they are i ejected by 
the optionors. If this can be done, the members of the 
syndicate may be requhed to put up only a small amount of 
initial cash, later financial requirements being provided 
thi’ough the market operations of the manager. By main- 
taining a market in this way, the manager not only relieves 
his syndicate members from the necessity of furnishing cash, 
but proves to the optionors that the representations made in 
respect to the securities and tho excess of their value over the 
cash amount of the options, are actually true. 

Another example of the option method. — The following 
brief description of a consolidation agreement will give the 
reader a more exact understanding of tho option method 
In 1902 an agreement was made to form a syndicate to take 
up the cash options on various Now Orleans public utilities 
that were to be consohdated. A company was to bo incor- 
porated with 14.0,000,000 of 4J^ per cent bonds, $10,000,000 
of 4 per cent cumulative preferred stock, and $30,000,000 of 
common stock. In order to induce the optionors to take the 
securities instead of cash, and in order to induce bankers to 
join the syndicate, the following calculations and offers were 
made.®® 

For the year 1901 the receipts of the various companies wore approxi- 
mately $3,900,000 gloss, $1,600,000 net 

The increase in gioss reoeipts should bo not loss than 10 per cent per 
annum, based upon what tho properties have done lu tho iiast. 

Operating expenses can be reduced by a consolidation of tbo power 
houses and shops, reduction in dead oar mileage; substitution of oil as fuel, 
and reduction in general expenses about $205,000 per annum. 

w For the complete document, see C. W. Gerstenhorg, “Materials of Cor- 
poKation Fmanco,” pages 626-35 
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The first year of operation under consolidation, based on the report of 
our engineers, Mcssis. Sandeison & Porter, of New Yoik, whose letter is 
attached hereto, and coiroboratod by the above figures, should be 

OroBB ISarmnRB $4,234,000 

Operating Expenses and Ta\ea 2,117,000 


Not Earnings 

Interest Charges 

Existing Bonds 
New Bonds 


$2,117,000 


$030,855 

000.000 


Total $1,530,855 

Surplus S 580,145 

Four per cent on $10,000,000 Cumulative Piolorred btotk 400,000 

Surplus fur Common Stack $180,145 

For the calendar year 1003, Suiplua , $710,143 

Four per cent on the Cumulative Preferred Stock 400,000 

Surplus for Common Stock $110,143 


The receipts for 1901 as stated nbo\o cannot be taken ns a basis of what 
the piopcrttes will do in 1002, as the St Charles Railioad has added about 
60 pci cent to Its tiack mileage, while the Gas Company and the Electric 
Light Company aic impiov'ing and e\tonding their plants by the expendi- 
tuio of l!$l, 000,000, which should result in a largo incieaho of business over 
and above the natural inoreaso fiom year to year 

Subscribers (to the syndioate) aie to receive a commission of 6 per cent 
in cash and 10 pci cent in the Common Stock of the New Orleans Railways 
Company, one-fifth of each to be retained by the manager as compensation 
for iiiannguig the syiidioato. 

The owners of the existing securities of the companies proposed to bo 
aoquued hereunder arc to bo given the privilege of accepting the following 
BccuiitieH of the Now Orleans Railways Company in heu of each J51,000 in 
cash to xvhioh they might be ciiUlled’ 


Fuui and Ono-haU Pei Cent Bonds at par • . , , $700 23 

Foui Per Cent Cuinulali\o Preferred stuck at par 381 U1 

Commua tjtoek at iiar 700 23 


Estimating:; the value of the Four and One*liaIf Per Cent Bonds at 100 

Estimating the valuo of the Cumulative Preferred Stock at 60 

Estimating the value of the Common Stock at , . 15 


Holders exchanging mil receive about 

77 per cent of the uption puce of their holdings in Four and One*haIf Per Cent Bonds, 

23 per cent of the option puce of their holdmga tn Four Per Cent Cumulative Preferred Stock; 
11 per cent of the option price of their holdings in Comnion Stock 

111 Total, allowing present holders about $1,110 m value of new Becuntios in lieu of $1,000 cash 
value 

11. will be evident that while the bonds are figuicd in at par, 
the 4 per cent preferred stoek is figured in at a price to yield 
about 7 per cent; that is, the common stock has S319,146 
available for dividends; since the issue is to be $30,000,000, 
and since this issue is assumed to have a value of $15 a share, 
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par value of SlOO, the principal over which the dividends 
will bo distributed is $4,500,000, on which the available divi- 
dends wiU be 7 per cent. The yield on the common stock is 
made higher than that on the preferred because the former 
takes the greater risk, and for the same reason the yield on 
the bonds is lower than the yield on the preferred stock. 
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INTERCORPORATE RELATIONS THROUGH SALE 
OF ASSETS AND LEASES 

Intercorporate relations through sale. — Instead of inter- . 
corporate relations between companies being formed by 
consolidation, the association may come about through sale of 
assets One or more companies may sell out to a company 
alieady in existence (equivalent to merger), or several com- 
panies may sell out to a new company organized to take their 
assets (equivalent to amalgamation). The sale is always a 
complete transfer of all assets, though, to be sure, it may 
include not all the assets of a corporation, but only all the 
assets relating to one branch of its business.^ From a legal 
standpoint, the consummation of an association by sale of 
assets has several advantages over consolidation; the process 
is simpler and may be used where consolidation is not avail- 
able, that IS, between several companies organized in several 
diffoiciit States whoso laws are not favorable to interstate 
consolidation. Moreover, the device of sale of assets may 
be used for intci -business relations, such as the sale of the 
biwincss of a ]iartnersliip to a coiporation, whereas the method 
of consolidation is appropriate only where all the parties are 
corporations.^ 

Nature of consideration, cash. — ^The consideration may 
take the foim of cash, of part cash and part securities of the 
purchasing company, or of securities of the purchasing 
company. 

An interesting sale for cash was that of the Harrison 
Paint Co. (Hairison Bros. & Co., Inc.), the business of which 


1 For an pxnniple, soo O. W. Geratenborg, "Mateiiols of Corporation 
Finanoo," pages 5H et seq In 1916 Lord and Taylor, Inc , a largo and old 
doparlmont store in Now Yoik City, sold its wholosale business to tho Emery 
Beers Company, and agreed to permit tho purchasers to uso the phrase, 
"succosBora to tho wholosale husmoss of Lord & Taylor,” or "purohasers of tho 
wholesale busmosa of Lord & Taylor,” for a period of two years. — IVeio Ymk 
Times, Docembor 30, 191S. 

*For an example, see 0, W. Gerstenborg, “Materials of Corporation 
Fmanoo,” page 409. 


6S5 
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dates back to 1793, to the du Pont inlciests which organized 
a new company known as “Harrisons, Inc.” to take over tho 
assets. The consideration was said to lie its, 700, 000 in cash, 
sufficient to pay about $200 a share. Corporaio history has 
known many other instances. On hlarch IG, 1917, the sliock- 
holders of tho Tamaiack Mining Co. voted to sell their assets 
to Calumet & Heela Mining Co. for $3,000,000, or $00 a 
share. 

Where cash is given, the value of tlie purchasing company’s 
stock need not be inquired hito. This, of course, is an advan- 
tage. Moreover, the cash payment generally is more atti ac- 
tive than a stock payment. However, from the standpoint of 
the purchasing company there is the difficulty of raising the 
cash.® 

Consideration, partly cash. — Sometimes securities of the 
purchasing company are offcied as part consideration to 
accompany a cash payment. The cash payment may be 
made either to induce the selling company’s stockholders to 
make tho exchange, or the stock may be offered (usually a 
cumulative preferred stock) to reduce the amount of eash 
required to be paid by the purchasing company to the owners 
of the vendor company, who are probably anxious to retire 
from business. An example was the sale of the Boston Belting 
Co. in 1917 to the Roxbuiy Carpet Co.; the consideration for 
each share of the bolting company’s outstanding stock was 
$82.50 cosh and $50 in 6 per cent cumulative preferred stock 
of a new company formed to take over the assets. 

Sale for. securities of the purchasing company. — ^Fre- 
quently, the sale is made for the securities of the purchasing 
company. In such a case tho shares received may be held 
by the selling company, in which event it becomes a holding 
company; or the shares when received may be distributed 
to the shareholders of the selling company, whereupon the 
latter company is dissolved. In this latter case tho sale will 
have effected a merger. Sometimes, though tho selling 
company practically ceases to exist, its name may be retained 
for selling purposes Thus in May, 1918, the General Moi.ors 
Corporation purchased ail the Chevrolet Motor Co. assets 
(with the exception of tho latter company’s holdings of tho 
former company’s stock) for enough common stock of the 


* See page 317. 
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General Motors Corporation to give Cheviolet a total holding 
of General Motors equivalent to one-seventeenth of its own 
stock. Thereupon each stockholder of the Chevrolet com- 
pany received in General Motel's stock, shares equal to one- 
seventeenth of their respective holdings, and the Chevrolet 
company was completely liquidated, “but the company will 
constitute and will be known as the Chevrolet branch of the 
General Motors Corporation.” In much the same way the 
United States Leather Co , when it was completely taken over 
by the Central Leather Co., was maintained, on account 
of the value of its name, as a selling organization with a 
nominal capital stock of $100,000.'* 

Sale of assets as a means of diversifying investment of 
owners. — In recent years many successful, individually 
owned businesses and closely held corporations have sold out 
their entire assets, with the aid of investment bankers, to a 
new corporation capitalized on the basis of the earning power 
of the selling company, in exchange for cash or cash and stock 
of the new company. The funds required to pay the original 
owners for their interests, where compensation is made in 
cash, are raised through the sale of stock of the new company 
to the public. The effect of such a transaction is to permit 
those who have their capital invested in one enterprise, to 
diversify their holdings by investing in various securities 
the funds received in payment for their interests in the old 
corporation. The original owners may rctiie from the man- 
agement of the new business, or they may continue in active 
control by letainiiig a majority of its voting stock. Fre- 
quently, in sales of this kmd, the investment banlcers will not 
cai’ry through the deal unless those responsible for the success 
of the original company wiU enter into contracts agreeing to 
administer the affairs of the new company for a definite 
period. An incidental advantage of the change from a 
closely held corporation to one •with shares widely distributed 
is the creation of a more active interest in the company on the 
part of the public. 

During tho favorable securities market of 1927, 1928, and 
part of J929, investment bankers wcic eagerly becking small 
successful enterprises that could be converted into larger 
corporations in the manner described, or by amalgamation 

^A. S. Dewing, "Corpoiatc I^oraotiona and Reorganizations,” page 27, 
note. 
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with other small or large corporations. The invostmout 
banker, as promoter of such a deal, created a sxiijply of 
secuiities to offer to his clients and made a promoter’s profit 
as well ns a profit on the sale of the securities. 

Sale of assets as method of changing names. — Some years 
ago a member of a partnership that had been iiicoiporatcd 
applied to the author to change the name of the corporation 
since an old partner had retired from the corporate business 
' under cncumstances that made the inclusion of his name in 
that of the corporation anything but an asset. It was decided, 
from all standpoints, that it w'ould be far better and simpler 
to incorporate a new company dropping the recalcitrant part- 
ner’s name, and to sell the old company's assets to this new 
company, than to take advantage of the means that are 
offered by the corporation statute for changing a corporate 
name. 

Sale as a means of reincorporation. — ^Tho American 
Woolen Co., prior to 1916, was a New Jersey corporation most 
of whose assets were in Massachusetts. This situation was 
bad from the standpoint of taxes and it was decided to move 
the company legally to Massachusetts and tlius got rid of the 
New Jersey taxes. A Massachusetts company was formed 
and the assets of the old Now Jersey company were sohl to it. 
A number of corporatioi^ have rcincorporatcd in other 
States in this way. In 1923 the XJiiitccl Light & Tower 
Company was organized as a Maryland corporation to luaiuire 
all the holdings of the United Light & Railways Co., a. Mtunc 
corporation. .By this change the inheritance tax liability 
of holders of stock in the company was reduced, for the State 
of Maryland did'not tax the transfer of shares in a Maryland 
corporation held by a non-resident, while the State of hiaiiio 
at that time did.® 

Sale as recapitalization. — A sale may be resorted to as a 
means of recapitalizing a business ®“ An example is contained 
in the following quotation:® 

It was auuounoed from Cleveland, Ohio, on Jnnuaiy 16, 1!)] 5, that plans 
for a reorganization and drastic loduotion in capital of tho liishop-lialicock- 
Beokei Co were announced by a ooinmumoation roceivod by sharebolders. 


» See page 89 

Sales of assets frequently take place in ('onnoction with foieelosure pro- 
ceedings, See chapter on Reoonstruotion of Corporntions. 

* From Standard Statistics Service. 
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signed by a committee composed of Howard W Yoemans, E. S. Giiffiths 
and John Sherwm, who wcio designated by the directois to formulate the 
plan Shaioholdcis wore given until January 25, 1915, to deposit their 
stock with the Fust Trust & Savings Bank The jircsent capital included 
ft3,9G5,700 preferred and ?i3, 367,300 common stock outstanding The new 
caintal will includo $3,000,000 prefciied, cumulative after Januaiy 1, 1916, 
at 7 pel cent, and $1,000,000 of common. The piefeiied shaicholders will 
receive seven sliaies of new pieferred and one sliaie of common foi each 
ton sliaies of old piofened held This will take up .$2,776,990 of the new 
prefeiied and leave $224,010 of that stock unissued. It will also take up' 
.$390,570 of common. Common shaieholdcis arc to receive one shore for 
ten This will take up $330,730 and will leave $200,700 unissued The 
luoigaiiization takes the foim of the sale of aU the jiropcity and assets of 
the old company to the new, foi tho seeuiities of the now company, after 
which the evchange of tho old stock will be made at tho ratio named The 
undihtiibutcd socuiitios are to be subject to sale, uith prcfeiontial rights to 
tho shaiolioldeis It was stated that tho company was then free from debt. 

Simplicity of sales of assets. — ^Under the common law, a 
company ordinarily cannot sell out all its assets without the 
consent of its stockholders.^ But in most States the question 
is regulated by statutes. We may take the essential features 
of the New York statutes as a fair example of the legal stops 
required, and in order to bring out tho advantages of the sale 
of assets over consolidation proceedings we shall arrange the 
steps of both methods in parallel columns. 

CoHsolidatiun . Hale of Aai^cls 

1. Action favorable to the pio- 1. Same as m conholidalion. 
]){)hcd tiausaoUon by boitids of dircc- 
toih of lioth companies 

2 Meeting of stockholders of 2. Meeting of stockholders of 

both compames solhng company only. 

3 Written consents of holdoia of 3 Stookboldors holding two- 

two-tlurds of stock of both com- thirds of selling company’s stock 
paiues, must consent. 

I 

4 Agreement of consohdation 4. Selling company delivers 
with written consents filed in ollice of deeds and bills of sale to purchasing 
Socrotaiy of Btato and in county company. 

clerk’s oflico. 


’’ Tliis ruin is subject to various provisions and exemptions which it would 
bo out of place to discuss hero. Boo W. 0 Noyes, "Interoorporato Relations,” 
Chapters XI-XIV. 
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Sale of Aovlx 

5. Exchango of &touk or cash of 
pviichn&jnp; con3i)any ioi ns&ets of 
ficlhiiK company iSelling company 
dibtnbutcs acquired stock oi cash 
and IS dissolved. Oi the selling 
company may exchange the ac- 
quiicd stock foi its own slock and 
then tiun over its oAvn slock to tho 
purchaser, thus becoming a sub- 
Bidiaiy company of tho latter * 

0. Disgruntled minority stock- 0 Same as consolidation, but as 
holders m both companies may have to tho selling company only 
their stock appraised and compel the 
consolidation to buy out their inter- 
ests foi cash at appiaised value 

Since, as is stated above, the process of sale of assets has 
certain advantages over the legal process of consolidation in 
that it does not require the consent of the stockholders of both 
corporations, it is evident that in practice the salc-of-assets 
method is likely to bo used more frequently than the con- 
solidation method. 

Financial arrangements in intercorporate relations by sales. 
When a sale is made for stock, so far as the stockholdeis 
arc concerned the distribution, if worked out on a scientific 
basis — as distinguished from the bargaining or tho option 
methods® — should be planned along the same linos ns those 
outlined for consolidation. A concrete example will make 
this clear. 


Comohdation 

6. Exchange of stock of con- 
solidated company for that of con- 
stituents. 


CoMPANT B Sells to Company A 


A 


Tangible assets 
Excess of capitalized earn- 
ings over assets 
Authoiized stodc 
Outstanding 

To bo issued to B ' 

Unissued 


$ 300,000 

300.000 
2,000,000 
1,000,000 

600.000 
600,000 


B 

Tangible assets $100,000 

Excess of capitalized Gain- 
ings over assets . 400,000 


A proposal is made to soil all tho assets of iS to A in 
exchange for some of A’s stock. It may stjcm fair, at first 
thought, to apply the piinciples of appraisal and distribution 


» This laltei method also preserves tho name of the selling company. 
* See pages 633 et seq. 
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described undci cc'nsolidation^® to company B and then to 
let A pay B with its stock to the amount that an appraisal 
would show to be due. Under the facts assumed, this would 
amount to $500,000, This pioceduro would give to B one- 
third of A’s outstanding stock. But has not A contributed, 
according to an appraisal of both companies on a scientific 
plan, only one-half the assets of the joint enterprise? It 
would seem that A’s assets, tangible and intangible, were, 
actually woith only $500,000, but that $1,000,000 par value 
of stock had been issued for them. Clearly ^I’s stock has been 
watered. The fusion of the two companies may insure 
certain economies and lesult in savings large enough to war- 
rant an issue of stock of $1,000,000 for each company. 

But at any rate our problem shows that the selling com- 
pany cannot be treated equitably unless the tangible assets 
and earnings of the purchaser, as well as those of the seller, 
are appraised. In other words, the relative mterests of both 
companies in the total capitahzation are more important than 
the absolute amount of stock which the seller receives. In 
short, as far as the organizcis of the intercorporate relations 
are concerned, the agreements for the distribution of securities 
will be reached in the same way, whether, subsequently or 
previously, the legal details aic worked out on the basis of a 
consolidation or on the basis of a sale of assets. To make 
this clear to students the author sometimes uses this homely 
analogy. A has a binful of wheat, B a binful of corn, and C 
a binful of oats. The bins arc to be mixed into bin X, and 
A, B, and C are to get their shares of the mixture. Two 
problems are involved: first, how will the wheat, corn, and 
oats be conveyed to X, and second, what shaie of the mixture 
will A, B, and C each get, remembering that a bushel of 
wheat, one of corn, and one of oats do not have the same value. 
The conveyance may be made by shovels, wheelbarrow, and 
so on; that is the counterpart of the legal phase of the inter- 
corporate relations pioblcm. The division of the mixture, a 
much more intricate and interesting problem, is similar to 
the division of securities. The latter problem, the division 


“ fioo pages 643 el seq. 

If thu Htock of .1 IS all eomraon sloelc, ifc may bo fair to issue to B $1,000,000 
of A’s common stock. It A’a stock is pnit preferred and pait common, the 
fair distribution would give to the btockholdprs of each company preferred stock 
for tangible assets and common stock foi goodwill. 
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of the mixture, can be worked out on quite scientific lines no 
matter what methods of conveyance have boon used' 

An illustration of sale of assets, — ^An illustration of the 
principles set forth in the foregoing paragiaph was furnished 
by the sale, late in 1917, of the iissets of the Nipe Bay Co., a 
sugar producing company, to the TTnitcd Fiuit Co. On 
Novemlier 20, 1917, a letter was sent to the stockholders of 
.the Nipe Bay Co. (about 06 per cent of the stock was held 
by the United Fruit Co.) asking them to consent to the sale 
of all the assets of their company to the United hkuit Co 
In order to show that the offei was equitable, the balance 
sheets of both companies were submitted as follows; 



Uniieil PiMit Co 

Ni/ie Bay 


and 

Co and 

Assets 

i^ubstdiariei 

SuJiiuhatiea 

Plant and equipment 

$53,902,825 

$12,221,068 

SteamslupB 

13,957,677 

investraouts 

7,230,947 

141,688 

U S Government & English loans 

4,341,696 


Planters’ loans 

662,681 

. . . 

Notes roeoivablo 

41,600 

. . 

Coupon dividend and tmsleo aoeount 

716,516 

1,737 

Cash on hand. 

7,444,941 

821,411 

Cash foi lodeinption of 5% notes 

10,000,000 

Current assets . . 

11,802,614 

640, 170 

Total .... 

$110,220,296 

$13,826,380 

lAaiiklica 

Capital Btook 

$18,702,400 

6,750,000 

$1,602,600 

debentures 

6% sciial dohontiirea 

160,000 


5% 4-yoar notes * . 

10,000,000 


6% first mortgage bonds. . 

3,500.000 

Subsidiaries’ obligations 

1,733,080 

31,075 

United Fiuit Co advances 

2,196,844 

Current habilities 

' 4 , 686 , 2 k 

394,985 

Interest and lontal aeciuod 

349,272 

72,917 

Notes, dividends, ooupons payable. 

61,048 

29,377 

Costa Rioa Ry. material leserve. . 

243,136 

Steamship conatiuction reserve 

4,370.280 


Tax reserve, , 

3,733,729 

' 221,438 

War omoigoncy rcsorvo . , 

6,000,000 

Surplus , 

26 353,119 

2',876,k3 

Total ... 

$110,220,296 

$13, 830,. 380 


The United Fruit Co.’s stock, it will be seen, has a book 
value of $161.96 a share (add surplus to capital and divide 
by the number of shares, that is, by 487,924), while that of 
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the Nipe Bay Co. has a book value of $163.91. If, however, 
we consider the ample reserves of the United Fruit Co., and 
consider tbat the stabihty of the dividends of the Nipe Co. 
(8 per cent in each case) will be better assured by resting on 
the wude inteiests of the Umted Fruit Co. instead of zesting 
on the profits of the sugar busmess only, it will not seem 
surprising that the outstanding stockholders of the Nipe 
Bay Co. unanimously consented to an exchange of their 
stock on the basis of dollar for dollar. 

Rights of creditors. — ^The only creditors with whom we 
need concern ourselves are those of the selling company, 
for unless there is some fraud m overvaluing the properties 
of the selling company and in issuing for such overvaluations 
preferred claims on the purchasmg company, the creditors of 
the latter are not affected. 

In the first place, specific lions on the property of the selling 
company will not be displaced. At the same time the after- 
acquired clauses in the moitgages of the selling company 
become inoperative, for property acquired by the purchasing 
company cannot be said to be after-acquired property of the 
selling company under the terms of the latter’s mortgages.^® 

As a general rule, the purchasing corporation will not be 
hable for the debts of the selling corporation unless: (1) there 
is an agi'eomcnt, express or implied, to assume the debts of 
the soiling corporation; (2) the circumstances surrounding the 
transaction show that there was a consolidation or mciger, in 
which case the rules as to liability for debts of constituent 
companies would be applied;^* (3) the purchasing corporation 
is found to be a mere continuation of the selling company; 
(4) the transaction is fraudulent; (6) a statute requires notice 
to creditors and the statute has not been followed. 

If the selling company receives money to pay its debts, 
its creditors camiot subject the property in the hands of 
the purchaser to the payment of their claims, provided the 
purchaser is not liable for reasons mentioned under the general 
rule. 

If the selling company remains in existence as a holding 
company, holding the stock of the purchasing company which 


“ Thin 18 geuorally the rule, though the soiling company’s mortgage might 
conceivably bo so worded as to change Una general rule. Fidehty THist Co. 
V, Staton ifaland Trust Co,, (1906) (N. J. Ch.) 07 Atlantic 1078, 

“ See page 630. 
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the latter paid for the assets of the selling company, the gen- 
eral creditois of the selling company will undoubtedly have 
to look to this stock foi the payment of their debts, though 
under the Bulk Sales Acts of many States, the corporations 
will be compelled to prove that their intei-transactions were 
not fraudulent. If the selling company, as a pai t of the whole 
scheme, distributed the stock of the purchasing company 
among its stockholders and went out of business, tlie purchas- 
ing company would be regarded as agreeing to pay the selling 
company’s debts and the assets it received would have to be 
used for that puipose if necessary. 

What is a lease? — ^Having discussed intercoiporate rela- 
tions formed through the sale of all the assets of one or more 
companies, we may now turn to leases. The incidents of 
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ownership of property and the instruments used to convey 
them may be roughly indicated in the above diagram, it 
being noted that each incident includes ownership of a lower 
degree. 

A sale by deed transfers title or complete ownership which 
includes possession and the right to use; a lease transfers 
possession, and a license yields the right to use “ 

A lease, then, is an instiimicnt giving the right to posses- 
sion of property to a tenant or lessee in excliange for rout to be 
paid to the landlord or lessor. 


** Licenses might ho included m mlorcorporato relations, but since they 
are used generally only by rnilioad companies m what are known as trafflio 
agreements, we shall not consider them here 
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Rent. — Coiporatc lenses of the entire assets of a company 
usually include every form of tangible and intangible property, 
the possession and use of which are turned over to the lessee 
in exchange (1) for payment of all the lessor’s debts, such 
as taxes, salaries of officers, rent of offices, (2) for interest 
on the lessor’s bonds, and (3) for a stipulated compensation 
which may be, (a) a flat annual sum,!® (&) a proportion of the 
gross revenue,^® (c) a proportion of the net earnings, or (d) a 
stipulated rate of dividends on the lessor’s stock which in 
practice is usually paid directly to the lessor’s stockholders by 
the lessee. 

Usually, whatever is the measure of the rent, at least some 
debt is created; that is, even if the lessee is to pay no divi- 
dends on the stock of the lessor unless they arc earned, or if 
the rent is to be a pefeentage of the earnings, the lessee will 
at least agree to pay the interest on the lessor’s bonds; how- 
ever, even this amount of rent is sometimes not guaranteed, 
as in the case of the lease of the Mason City & Ft. Dodge 
R. R. Co, to the Chicago & Great Western. The latter com- 
pany, in this case, merely agrees to apply the net earnings to 
the former’s bonds. It would hardly seem as though this 
were a lease at all; the arrangement might well be called an 
operating ngrocment.” 

Since the lessor will usually have no income of its own, and 
since it is necessary that its corporate organization be kept 

An pxnniplo is the lensp of the 'Wpstem & Atliinlio K R. made 1 )y Uio 
State ot Georgia to llio Nashville, Glialtanooga & St Louis llv Oo. nml dated 
to take effect aa a lonewal Deeoinhci 27, 1910. The lessee is tfl pay $15,000 a 
month and to spend 800,000 a year on inipiovcmcnts The loiicl was built 
by the State between 1841 and 1860 Another example is the 99-veai lease 
of the 303 miles of lailroad of the Georgia R R & Banking Co. to the LouisviUe 

6 Nashville R R and the Atlantio Coast Line for $600,000 a year 

i*" Thus the lease of 1S78 made by the Keokuk and Dps Momes Ry. Co to 
the Chicago, Reek Island & Paoifie R R Co , piovidod foz interest on the 
formei’s bonds and 25 per cent of the gross earnings Sometimes in oases 
like this a mmimuni and a maximum payment aie stipulated Thus the 
lease of the Lehigh and Susquehanna R R to the Cential of Now Jcisey 
(1871) provides foi a rental equivalent to one-tluid of the gross receipts with 
a guaranteed minimum icntal of 81,414,000 and a inoxiniutn of 83,043,000, 
plus oiie-tliiid of the gross receipts until such oiie-third amounts to an additional 

7 per cent of tlui money expendi’d by the lessor binoo Dccoinbor 31, 1882, in 
impioving and extending its leased pioperty, 

‘’’The airangemeiit m full is not so one-sided as may appear fioni the 
statement in the text The smaller load has a groat deal of intei change 
of traflio with the Iiirgei load, and the lease provides that the lessor shdl 
iccp.iyQ not less than 60 pei cent of the total lovcnuo from tiailic interchanged 
between the lessor and lessee. 



666 FINANCIAL ORGANIZATION ANO MANAGKjMFNT 

alive (1) to protect the corporate franchise, (2) to sec that 
the terms of the lease are being kept, and (3) to provide an 
official rei)rescntat.ion of the stockholders of the lessor in 
negotiations touching upon contemplated changes in the lease 
or upon matters of financing additions and the like, it is cus- 
tomary for the lessee to pay in addition to other nmt some 
sum for “organization expenses," varying from SiifiOO per year 
(lease of the European & North American lly. to Maine 
Central, 1882) upwards. 

Leases of mining property arc frequently made, and the 
clauses pertaining to rent usually provide that the lessee shall 
spend a certain amount of money per year for development 
purposes and shall pay to the lessor a cQi’tain sum j)cr unit 
of ore taken from the ground. Thus the Tennessee Copper 
Co. has a lease on property in Polk Cbunty, Tennessee, the 
consideration for which is a royalty of $7.50 per ton of pure 
metallic copper produced from the ore and 15 cents per ton 
for all iron ore or other minerals sold from the leased land. 
Another arrangement, which is hardly to be recommended 
unless the lessee has demonstrated efficiency in its production 
methods, is to divide the net profits, Thus the Anaconda 
Copper Mining Co. pays to the Butte Copper & Zinc Co. 
one-half of the net profits derived from working the latter 
company’s properties. 

Extra guarantees may be given to assure the payment of 
the stipulated rental, ’fhe .$600,000 of rental to bo paid 
annually to the Georgia R. R. & Banking Co. by the Louisville 
& Nashville, and the Atlantic Coast Line is secured by the 
deposit with a trustee — ^the former Farmers Loan and Trust 
Co. — of various bonds with an aggregate par value of $1,075,- 
000. Under a lease made in 1901, for 999 years, between the 
Pittsburgh, Bessemer & Lake Erie R. R. Co., lessor, and the 
Bessemer & Lake Erie R. R. Co., lessee, the lessee agrees to 
pay the interest on the lessor’s bonds, 6 per cent dividends 
on the preferred stock, and 3 per cent on the common stock, 
and these payments are guaranteed by the Carnegie Htoel Co,, 
which controls the lessee through stock ownership. 

Disadvantage of complicated rentals.—Some simple form 
of rent is always to be recommended in prof cron eo to com- 
plicated schemes of rent payments, since the latter arc apt to 
invite litigation. A good example of a comiilicated scheme 
is the lease made in 1868 between the Morris & Essex R. R., 
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lessor, and the Delaware, Lackawanna & Western R, R., 
lessee, ui|,dei the terms of which the lessee was to pay the 
interest on the lessor’s bonds and 7 per cent on the lessor’s 
stock. There was a provision, however, that if 30 per cent 
of the gloss levenues leceivcd from the leased property was 
m excess of the amount needed to pay interest on the lessor’s 
indebtedness plus 10 per cent on the lessor’s stock, then the 
lessor was to receive an extra 1 per cent on its stock. A 
controvcisy arose over the question of whether the Delaware, 
Lackawanna & Wcstein was keeping its accounts improperly 
and was charging to the capital account the costs of certain 
changes which were not included under the lease among the 
expenditures which the lessoi could be icquired to pay for. 
The result, so the lessor claimed, was a wrongful increase in 
his capital indebtedness, which increase caused the 30 per 
cent of the gioss revenues mentioned La the lease to fall below 
the amount required for interest plus 10 per cent dividends 
on the stock. Thus the dividends were kept at 7 per cent 
instead of being inci eased to 8 per cent. The suit was finally 
settled by modifying the lease to make the lental a flat 
per cent per annum, instead of the old 7 per cent rate with a 
contingent 8 per cent rate. The agreement of settlement also 
provided that the Lackawanna would not capitnhzo, by caus- 
ing the Morris h Essex to issue bonds against them, improve- 
ments amounting to about $11,000,000 made upon the Morris 
& Essex from 1 809 to the date of the agreement. 

Tflic lesson of this episode is, if a lease provides for rental 
proportioned in any way to earnings, gross or net, or provides 
for the payment of certain kinds of expenditures by one or 
other of the two parties, the lease itself should be very clear 
in its defimtion of financial and accounting terms. 

The effect of a lease. — The usual effect of a lease, we have 
seen, is to make the lessee or tenant the active operating agent 
of the fro-perty — ^not of the lessor — and to give to the stock- 
holders of the lessor, in exchange for their eistwhilc more or 
less speculative interest in the profits of operation, a stipu- 
lated rate of income which is a debt against the lessee. 

Who can make the lease. — As in the case of intercorporate 
relations by sale of assets, the recipient of the property may 
take the property without getting the consent of its stock- 
holders. That point seems quite evident. But the question 
of the rights of a stockholder of the prospective lessor is not 
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quite so clear. To bo sure, the question, is frequently decided 
by statutes, and in their absence the followiiif^ rqles would 
seem to obtain: Except as a stop towaid liquidation (when 
the majority may lease for a reasonable time), the unanimous 
consent of the stockholders is necessary, because (1) every 
stockholder can insist upon having, the corporate property 
managed liy the corporation’s own oflicers; (2) every stock- 
holder IS entitled to partieiiiato in dictating the broad policy 
• of the corporation; (3) every stockholder is entitled to receive 
a share of profits in propoition to the prosperity of the 
company and cannot bo compelled to accept a fixed rental *** 

Rights of creditors . — A tenant is not bound to pay the 
debts of the landlord, but a corporation cannot turn its prop- 
erty over without taking care of its creditors. The ordinary 
procedure is for the tenant to agree to pay the landlord's 
debts; this procedure prevents a disruption of the property or 
an interference with the lease by the landlord’s creditors. Of 
course, all debts arising out of the operation of the property 
after the lease becomes effective are debts that belong solely 
to the tenant, and these include such debts as those arising 
from the negligent use of the property. 

The tenant, likewise, agrees to pay the taxes, failure to do 
which not only injures the landlord but the tenant as well, 
since the property may bo seized by the State for taxes in 
arrears. 

Advantages of lease. — ^Intercorporate leases have been 
used chiefly by railroads, and ni that field they have presented 
certain distinct advantages From the standpoint of the 
lessor, the le'ase gives the stockholders a certain guaranty of a 
fixed return and change tiie nature of then* claim from that of 
a stockliolder to that of a bondholder. Their claim is that of 
a debt against the lessee, which debt if not paid will result in 
the lessee’s loss of the property. In this sense, then, the debt 
is a fixed charge of the lessee, and, indeed, under the rules of 
accounting of the Interstate Commerce Commission, is 
grouped with the bonded interest of the tenant in its income 
statement. 

“ W, C, Noyos, “Intrecoiporoto Bolations,” Chapter XV. Tn Now Yoik 
the highest court has held that directors may dispose of pioporfcy liy lotwo, Imt 
this would seem to bo ineonect on punciplo. Bevoiidgo v N. Y, Elev R. 
Co., (18S») 1X2 N. Y. 1. 

“ Seo, for example, die income statement of the Now York, Now Haven 
& Hasrtford R R. m 0, W. Gorstenberg, ‘‘Materials of Corporation Itnanco,” > 
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From the standpoint of the leasee, the lease gives the com- 
pany control of property, usually of great strategic value, 
which could not bo acquired in any othei way. Thus, in 1868 
the Delaware, Lackawanna & Western obtained a lease of the 
property of the Morris & Essex, which property has been 
likened to the nock of a bottle emptying the traffic of the for- 
mer company’s road uito the great seaport of New York. 

In general, the lease provides a simple method of forming 
intercorporate relations which does not require the issuing of 
any securities or the raising of any funds. 

Another advantage of the lease form of combination is 
that the lease may become valuable and yield a piofit to the 
corporation upon a sale or assignment thereof. A combina- 
tion effected by a lease has the further advantage of bemg 
easily dismantled if the arrangement proves unprofitable. At 
the expiration of the lease, the leased property is simply 
returned to the lessor. To be sure, if the lessee has acquired 
a conti oiling intciest in the lessor through stock ownership, 
the dismantling may involve a sale of the stock upon the 
reversion of the leased property to the lessor. 

Leases for special purposes. — A lease may sometimes per- 
form a function that could not veiy well be performed by any 
other device. Thus, the Public Service Co. of IlUnois pro- 
vided the population in the territory suriounding Chicago 
with gas and electricity. The confines of Chicago were 
expanded to take in some of this territory. By law the rates 
for gas and electricity within the city limits were lower than 
they were outside the liimts — slower indeed thfin the Public 
Service Co. could afford. It therefore simply leased that 


page 667 It is interesting to note that if company A wishes to control com- 
pany B, it may do so by Tease, or by aequirmg the stock of company B and 
iHsumg to the stockholdeis of company B m place of then stock, collateral 
trust bonds scoured by the acquired stock This was the method followed, for 
example, by the Rook Island Bailioad, a non-opoiatmg company, in getting 
contiol of the stock of the Rook Island Railway (W. Z Ripley , ‘‘Railroads, 
Finance and Oiganization,” page 6‘27 ) In the one case rent is to bo paid for a 
lease; in the othci intcicst is to be paid on collateral tiust bonds. In the one 
case the original stockholdeis of the controlled piopcity retain their stock; in 
the other they exchange them for bonds secured by that slock It would seem 
that the loose is a better aniingemoiit, since if the contiolhng company does 
not meet its obligation, the lease can simply bo doclaied biokcn and the property 
recovered, while in the case of the collateral trust bonds, the pledged stoek will 
have to bo recovered through foiooloburo pioeeodings, unless, of course, the 
debtor company agrees to a voluntary release. 
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part of its distributing systems to utilities regularly supplying 
the city at the lower rates.“ r 

Another illustration of an extraordinary situation solved 
by a lease is that of a lease to a Texas company of all the 
properties of the Missouia, Kansas & Texas of Kansas lying 
within the State of Texas, in compliance with an agreement 
with tlic State of Texas looking to the cnforcoinent of its 
statutes prohibiting the control of railroad piopeity within 
the State of Texas by other than Texas coiporations. 

Flexibility of leases. — ^A great many leases, especially of 
railroad properties, are made for very long periods, say 999 
years. Where the rental is fixed ui such long leases, injustice 
may be done to one party or to the other. Thus, without 
fault on the part of the lessee, the earnings may dimmish to an 
amount less than the rentals. A parent may get rid of a 
burdensome subsidiary, but the bui’dcn of a lease is a con- 
tractual obligation that cannot readily be set aside. 

On the other hand, conditions may change as they did 
during the war, and the fixed rental may, to the injury of the 
lessor, lose its purchasing power. 

It would seem to be better, therefore, to make the term 
of the lease rather short and t.o make, if desired, some pro- 
vision for renewals on an adjusted basis. Thus, ni 1039, 
when the State of Georgia renewed its lease of ihe Western 
& Atlantic R. R to the Niushvillc, Chattanooga & St. 
Louis R. R., it excluded from th(^ new lease ceiiain buihl- 
ings which yield a rent of about $15,000 a year, and increased 
its rents on the lest of the property from $35,000 to $4:0,000 
a month. 

Oil leases and royalty interests. — Oil companies generally 
do not acquire oil lands outright, but obtain the right to 
prospect and drill for oil upon the land and to produce oil 
and gas when they are found. This right is given to the com- 
pany in an oil lease. Usually the company agrec.s to jiay a 
cash rental of a certain amount per acre per year until oil or 
gas is produced; thereafter it must deliver to the Ic.ssor one- 
eighth of all the oil and gas produced from the leased promises. 
The lessor’s right to part of the oil and gas produced from the 
land is known as a "oil royalty" inlorcst.^’^ The eutu'o cost 

® In re Public Semoo Co , P. U R 1D16 (B). paRfS 3/58 and 870. 

An oil royally latoreBi has a value and may be bouRht and sold like stocks 
and bonds. Certain oil or gas inteiosts are inoludod in the do^ilion of 
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of drilling and producing is borne by the lessee; the only cost 
to the Ipssoi IS usually a production lax paid to the State 
Actually the pait of the oil belonging to the owner of the oil 
royalty is not delivered to him. All of the mineral produced is 
sold to the jiipp line company of the district, which pays the 
prodindiig company for seven-eighths of the total production 
and the royalty owner for ono-cighth 

Disadvantages of the lease. — ^Why is the lease not used 
more generally “i* In the first place, the maintenance of the’ 
lessor company as a separate entity means additional taxes 
and duplicate reports to goveimnental bodies. In the second 
place, it establishes a relation of somewhat “unstable equi- 
librium,” to borrow a phrase from physics. There is always 
the problem of meum and iuum. Instead of a single interest 
in the propertj'-, tlicic are always two interests to be consid- 
ered — that of the tenant, and the ultimate inteiest of the 
landlord in the reversion of the possession. If the lease is 
not very carefully drawn, litigation is invited and the develop- 
ment of the pioperty is retarded by the uncertainties regarding 
mutual rights and liabilities. Moreover, unless the lease pro- 
vides some equitable method of financing additions and 
improvements, those will probably not bo undertaken by the 
tenant without compensation, since the possession and title 
to them will revert to the landlord on the termination of the 
lease. 

In the public utility field the leasehold structure of inter- 
corporate relations has compheated the financing of growing 
orgam7.ations uiid attempts have been made by some com- 
panies which originally acquired local producing companies 
upon long term leases to get rid of the leases and acquire title 
to the plants through the merger of the subsidiary lessor 
companies with the lessee or some company owned by the 
lessee. Tlus change can be attempted only where the lessee 
has acquired a controlling interest in the stock of the lessor 
company. The Public Service Corporation of Now Jersey, 
for example, has pursued a policy of substituting ownership 
for leases in this way. 

Another disadvantage of the lease arises out of the tax 
problem. If the lessor company's assets were completely 

“security" umlor the fjocuriUcs Act of 1933 To faeihtalo llio sulo of the 
royalty interest., it may bo split up into sopamte units, each part being untitled 
to its propoitionato part of the royalty income from tlio entire leasehold. 
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taken over by the lessee company and the lessor dissolved, it 
would not have to pay State fianchisc taxes. Moi('<>ver, the 
lent paid to the lessor, even if the lease provides that it is t.o 
be paid directly to its stockholders, is eonsid(>icd under the 
Federal Income Tax I^aw l.o be taxable income on which 
the corporation tax must be paid. However, if inst('ad of the 
lease a stockholding ariaiigoment were made, the tax would 
be avoided. For example, the lessor’s stocldioldcrs might 
'give up their stock to the lessee in exchange for eollateial 
trust bonds of the le.s.sec secured by the stock thus given up. 
Interest on the bonds would be an item deductible from the 
lessee’s taxable income, just as was the leni., liut the le.ssor 
company would not have any taxable income whatever. 

Financing additions and improvements. — Undci the com- 
mon law of leases, any additions or improvements affixed to 
the property by the tenant become the property of the land- 
lord at the expiration of the lease. Thus it would seem that 
in the absence of a special provision in the lease, such improve- 
ments as the electrification of a leased steam railroad would 
only temporarily benefit the company that paid for them — 
the lessee — and would finally at the expiration of the lease 
belong, without compensation, to the landlord. This was 
just the situation in respect to many old leases. From om‘ 
standpoint this apparent mj'ustice would not seem to bear 
heavily on the lessee. The lease, we may say, is for 91)0 years, 
and a given improvement costing 11,000,000 is contoiniilatcd. 
Shall the fact that in 999 years the $1,000,000 is to be turned 
over to the landlord, deter the lessee from making improve- 
ments? Wha^ will be the value of a present investment of 
$1,000,000 a thousand years from now? The lessee would 
have to earn each year only a very small sum above the 
interest on the $1,000,000 to accumulate a sum of $1,000,000 
one thousand years hence. 

But there is always the hazard of losing the property 
before the expiration of the contract period. The lessee may 
run into hard times, find it impossible to pay the rental, and 
have to give up the property. The risk is too gieai.. And, 
moreover, there is a bit of psychology involved. Why put 
money into other people’s property? 

One way out — an old way — ^is to provide that at the ter- 
mination of the lease the landlord shall reimburse the tenant 
for the then value of the improvements placed on the property 
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"by the tenant. But this arrangement leads to various per- 
plexities^ such as the difference in the purchasing power of 
money at the time of making the improvements and at the 
time of the maturity of the lease. Moreover, the lease would 
undoubtedly provide that the pajunent would have to be made 
only at the due date named in the lease and not at the date of 
returning the proijcrty to the landlord, if this were done sooner 
for failure to pay rent.**® 

The modern method of financing such improvements is to’ 
cause the landlord company to pay for them with its own 
securities. This method is emmently fair, for as long as the 
lessee uses the improvements, it pays rent for them by paying 
the interest on the landlord’s bonds or the dividends on the 
stock that was issued to pay for the property, whereas the 
permanent ownership and the capital obligation both belong 
to the landlord. 

Concrete example of financing under a lease. — In the lease 
of the West End Street Eailway Co. to the Boston Elevated 
Co the financing of improvements was to be handled as 
follows The lessee decides on a given improvement, it 
asks the landlord’s consent and if this is refused, an arbitral 
boa id passes on the question of whether the improvements are 
warranted. Assuming now that the improvement is to be 
made, the lessee makes the unpvovcmcnt and the expense is 
borne by the issuance of bonds or stock of the lessor. The 
lease iirovidod that: 

Tho Lcssuc .shiill in all cases have authority as between the paitics to 
decide whether stock or bonds, or both, and what amount thereof, shall 
from time to time be issued, and sliall also have tho righ{'to dotoimine tho 
rate of interest upon all mteiesi-beanng obhgations, and the time for which 
they shall run, whether the same are issued for the puipose of refunding or 
paying indebtedness or for the purpose of paying for permanent additions, 
alterations, oi improvements to or upon the doniisod property, provided, 
howevoi, that no bonds shall be issued m excess oi tho outstanding capital 
stock of tho Lessor, that no bonds shall be issued to become payable after 
tho e\puatioii of this lease without tho consent of tho Lessor; that all bonds 
shall be payalilo in lawful money of tho iJiuted iStates, unless, m the case 
of bonds issued to refund gold bonds of the Lessor alieady outstanding, 


See Ipsiimoiiy of Lewis Cass Ledvaid, m le lease of Woioesler, Nashua 
& Rochester R. R, Investigation of Financial TiansncUons of the N. Y,, 
N. H. & 11 R. R. Vol I (.Senate Doc 543, 6and Congicss), page 1104 

Tho entire lease is given in C. W Gerstonberg, “Materials of Corpora- 
tion Fmanco," pages 665 et seq 

M The loose lan for twenty-four years from 
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the parUoB sliull oUionvise agree; that no such bonds shall bo sold at I(>ss 
than par, and that tho benolit of all reductions in interest shall acciue to 
the Lessee. All stock i‘-su(*d as provided m this aiticlc shall fior:i tho tune 
of such issue he deemed part of the Lessor's capit.al stock within the pio- 
vibions of Clause .3 of Aitiele I of this Indentuio fielatiiig to divuletids to 
be paid by f.essec on Letsor’s stock), and .all bonds so issued shall be 
scheduled and tho mteicst jiiud as part of tho Lessoi's indebtedness under 
and pursuant to Clause 2 of Article I. 

Since the entire cost of a given piece of woik on the leased 
'property will fall on the lessee if that work is propcily chaigc- 
able to operating expenses, while, if properly ehargcablo to 
capital, it will bo divided between the lessee and the lessor, it 
becomes quite necessary that the lease shall specify clearly 
what are permanent impiovemcnts, additions, and so forth, 
propet ly chargeable to capital and for the 'cost of which the 
lessee may call upon the lessor to issue, its securities. Tho 
question was covered in the West End lease in the following 
language; 

Permanent additions, alterations and improvements for which the 
lessor may be called upon to pay under the piovisions of this lease shall 
consist of. 

(1) Tho abolition of grade eiossinixa 

(2) Additional rolling stock and its equipment, 

(3) Additional tP.ack mileiigo and its cipupmcnt. 

(4) Additional loal Obtato. 

(5) Additional stations, additional power-lunibcs with their eipiipmenls, 
and additional ciii-lumses with thoir ciiuiiuuouts. 

(0) Additional bridges, buildings, and other structurca. 

(7) Henewals of or .‘.ubslitutions for htatiuns, bridgp»s, l)uilding.s and 
other structures, tracks and eciuipinont, rolling stock and oquipmeut, 
power-houses and equipment, and car-houses and equipment, so far us the 
cost of sueli renewals or substitutions cveceds tho cost, when now, of the 
things renewed or the things replaced. 

Maintenance of leased properties. — ^The common law of 
leases provides that the tenant must make repairs. But ui 
corporate leases involving large and valuable propoitios the 
maintenance of the property is specially provided for. The 
tenant is required to keep tlie property properly and ade- 
quately repaired (some of tho older leases naively provided 
that the tenant was not to “ make any (hscriniinalinn ” botwooii 
its own property and that of its landlords), to keep it prop- 
erly insured, and to permit the landlord’s officers to make 
tours of inspection. 

Manipulation of leased premises. — Leases must be care- 
fully worded to prevent manipulation of tho properties during 
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the period of their control by the lessee. For example, if the 
lessee should build a competing property, it could render 
such pooV service with the leased property that at the ter- 
mination of the lease it would have no customers; all business 
would by that time have gone over to the new competitor 
Thus the lease will provide that the lessee shall not construct 
competing property, that all extensions naturally belonging 
to the landlord shall be constructed as the landlord’s property, 
and that the service on the leased property shall be properly 
maintained. If it becomes expedient to discontinue the use 
of any of the leased property, the tenant may be required to 
build new property at its own expense to take the place of 
the discontinued propcity. 

A clause is now usually added to this effect : “the continuity 
of the lessor’s road, whenever returned to the lessor, and the 
connection between its several parts, shall be such that said 
lessor’s road will be as well fitted for independent use and 
operation by the lessor as at the inception of this lease. ’’ 

Return of leased premises. — ^The lease usually provides 
that an inventory shall be taken at the inception of the lease 
and that all properties shall be returned in kind or its equiva- 
lent. The returned property, of course, must include all 
improvements and additions.*'* 

Cancellation of lease. — ^The lease usually piovides that if 
the rent i.s not paid, the lessor may retake the property. Days 

A pcouliiir provision, the purpose of whieh does not seem dear, is con- 
taiucd ui the lease made by tlio Tobacco Piortucts Company of a part of its 
propcity to Tho Amoiican Tobacco Company foi the term of 99 years 
from November 1, 1923, for an annu.al rental of 32,509,000 The lease 
covers certain businesses and brands, the piopeity used m connection 
therewith being bought outright At the end of 99 years the lessee is to 
return "the business and biands coveied by this lease ” Then the instru- 
ment goes on to say “American Co. (lessee) shall have tho nght to commute 
its monthly payments under this contiact at any tune, by payment, m cash, 
to the pROuncTS Co, or its nominee, of a numboi of dollars lawful money of the 
United States which, computing the i-etum thereon at tho rate of 7 pei cent 
per annum, would purchase, and so ropiesont the then present value of, an 
annuity, payable in equal monthly iiistallments, of 32,500,000, for the then 
remaining balanoo of said mnoty-mno (99) year term In tho event of such 
commutation and upon tho payment of the aforesaid sum, the licensed and 
leased goodwill, business and biands shall thereupon pass to tho absolute 
ownership of the American Co., who shall from thenceforth own and enjoy 
tho same in perpetuity .” 

It would seem that at tho end of 93 years tho lessee might defeat the right 
of reversion apparently intended to lemain in tho lessor, by taking advantage 
of the obovo clause and by depositing tho money for the annuity, which would 
be almost tho same as the rent for the OQth year. 
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of grace — ^from thirty days to six months — are given and 
notice of intention to retake is required to be sent to the 
lessee in writmg. Moreover, the lease may require that a 
notice addressed to the stockholders of the lessee must be 
published in several newspapers. 

Usually a default wdl not take place unless the lessee is 
insolvent and a receiver has been appointed. Since the 
appointment of a receiver places all the property in the control 
of an equity court, before the landlord can retake the property 
it will have to apply to the court for permission. “ 

Control of lessor’s subsidiaries. — ^When a lease is made, it 
generaUy carries with it control of all the landlord’s properties. 
The lease usually provides that during the term of the lease 
the lessee may vote the stock of the lessor’s subsidiaries and 
thus effectually control them. The lessee usually assumes the 
leases made by the lessor of other companies’ properties. 

Treatment of lessor’s bonds maturing during the term of 
the lease. — If the lessor had issued bonds before the date of the 
lease, these bonds will have a claim on the property superior 
to that of the lessee’s in ease it becomes necessary to fore- 
close the Hen securmg the bonds. It is for that reason that 
the lessee always, in modern leases, agrees to pay mterest 
on the outstanding bonds of the lessor directly, instead of pay- 
ing a flat sum to the lessor and permitting it to pay its own 
bondholders. For much the same reason tho lessee is inter- 
ested in the pa3rment or refunding of bonds that mature durmg 
the term of the lease, for if the obligation to pay them is not 
met, the bondholders may foreclose this mortgage and thus 
get control of" the property away from the lessee. The lease 
will therefore provide that the lessor will issue other securi- 
ties to be used by the lessee in refundmg the lessor’s bonds at 
maturity. 

Effect of lease on capitalization of lessee. — The problem 
of figuring the net capitalization of a company and its leased 
properties may be simply stated and solved by using a few 
imaginary figures. Railroad company A controls company B 
by lease. A’s capitalization consists of $5,000,000 stock and 
$5,000,000 bonds. S’s capitalization consists of $1,000,000 
5 per cent bonds on which A agrees to pay the interest, and 
$2,000,000 of stock on which A agrees to pay 10 per cent 
dividends. Is the total capitalization of the two roads $13,- 


« Pa. Steel Oo v. N Y. City Ry. Oo„ (1916) 226 Fed. Rep. 734. 
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000,000, that is, the combined stock and bonds of the two 
roads— $5^000,000 + $5,000,000 + $1,000,000 + $2,000,- 
000? The better method is not to consider the stock of B 
as a part of the capitalization but to calculate the actual 
money required to be paid as rent by company A and to 
capitalize it at a reasonable rate, say 6 or 6 per cent. Thus, 
if we use 5 per cent, the capitalized rent would be the inter- 
est on the bonds and the dividends ($250,000) capitalized 
at 5 per cent, or $5,000,000, and the combined capitalization • 
would be not $13,000,000 but $15,000,000. 

The justification for this procedure may be explained as 
follows. The $200,000 (10 per cent of $2,000,000) required 
to be paid by company A on company B’a stock is not, from 
the standpoint of company A, a dividend or contmgent charge; 
it is a debt to be met annually. Indeed, it may be regarded 
as a true fixed charge. There is little difference between the 
purchase of the leased property with an issue of 6 per cent 
bonds running perpetually, and the lease of the property at 
5 per cent of its value for, say, 9,999 years. Or, instead of 
having been consummated with a lease the transaction might 
have taken the form of a purchase of company B’a stock. Its 
stockholders would likely have asked $200 a share. The 
capital sum required to buy the stock ($4,000,000) might 
have been obtained by issuing $4,000,000 of 5 per cent col- 
lateral trust bonds secured by the stock. 

In comparing the capitalization of one railroad with that 
of another, it is customary to reduce the capitalization to a 
“per mile ” basis. When this is done the capitahzation of the 
system as a whole (calculated where leases are' involved as 
described above) should be divided by the mileage of the 
entire system. Thus, if in the above example company A 
owned eighty miles of road and the mileage of the leased roads 
of company B was 200, it would be unfair to say that company 
A was capitalized at $10,000,000 divided by eighty, or $125,- 
000 a mile. The “per mile” capitalization for the entire 
system would be $15,000,000 divided by 280, or $53,672 

Leases coupled wi& stock ownership. — It is quite usual to 
find that leases are coupled with stock ownership. Some- 
times the lease antedates the acquisition of the stock of the 

* See A. M. Sakol&ki, “Economics of Amencan Eailways," Chapter XII. 

** For a practical example, see page 864 of Vol 1 of Investigation of Finan- 
cial Transactions of the N. Y , N.H. & E., Senate Doc No 643, 62nd Congress. 
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leased properties and sometimes the acquisition of the stock 
antedates the lease. Thus a lease may be about to expire; 
since the stockholders of the leased property have been receiv- 
ing a fixed return on their holdings, they will know very httle 
about the true value of their company; the market value 
of their stock will not reflect any change in the value of their 
property but will be fixed by the dividends paid by the lessee. 
But these dividends may have been determined years before, 
when the earnings were small. When the expiration of the 
lease is imminent, the stockholders will make expert inquiry 
into the value of their properties and will probably demand 
higher dividends. It is therefore expedient for the lessee 
gradually to buy m the stock of its lessor^® before such an 
expert valuation reveals the true value of the property and of 
the stock. 

Where a company is controlled by stock ownership, a lease 
may subsequently be made to bind the intercorporate relations 
more closely and to prevent a disruption through concerted 
action on the part of outside stockholders of the lessor. 

A curious system of intercorporate relations is sometimes 
built up by the use of the lease and stock ownership. Thus 
the Kings County Electric Light & Power Company (succeeded 
by the Brooklyn Edison Co., Inc.) owned all the stock of the 
Edison Electric lUummating Company, but the former's 
property had been leased to the latter company for thirty 
years, the rental being the operating expense and fixed charges, 
that is, the interest on the bonds, and so forth, the surplus 
being turned over to the lessor parent company. One would 
say that the "eggs had been thoroughly scrambled." 


” The pUTohase of the stock under these circumstances must be acoom- 
plished mth great care and secrecy. If the stockholders know that then stock 
IS being sought by the lessee, they are hkely to demand exorbitant prices 
Thus the stockholders of the Harlem Biyei-Poit Chester R. R Co , a lessor 
of the N. Y. Cential, demanded m some instances $600 a share for their hold- 
ings, though under the terms of the lease they were bound for seversl hundred 
years to accept 8 per cent pei year. 



Chapter XXXI 
HOLDING COMPANIES 

Terminology. — All companies which hold the stocks of 
other corporatioais may be called holding companies. But 
the purposes for which stocks are held are so various that it 
may be wise to classify these purposes and to give a name to 
eaci). class. ’ 

' 'A parent company is an operating company that holds the 
stock of other operating companies. If the parent company 
actually controls the boards of directors of the other compa- 
nies, no matter how small the percentages of the outstanding 
stock held, the latter companies are called subsidiaries.^ 
Most of the large railroads come in this class, as do a great 
many of the larger industrial corporations. 

„ 'A holding company is one that does no operating for itself 
buFthat does actively admmister the affairs of subsidiaries. 
The United States Steel Corporation is an example of this 
class, which, however, is best represented by the holding com- 
panies in the public utility field, such as the Cities Service 
Company, the United Light & Power Company, and the 
United Gas Improvement Company. 

finanang company is very similar to the holding com- 
pany, though its main purpose is to aid in financing the acqui- 
sition of subsidiaries of the controlled properties, the extension 
of companies, the acquisition of equipment, the' sale of equip- 
ment, and to aid in other matters that present strictly financial 
problems. The work of these companies will be described in 
detail later. 

v/'An investment company is a corporation (frequently a 
Massachusetts trust) that seeks no control over the com- 
panies whose securities it purchases. It undertakes no oper- 
ating or administrative duties, but contents itself with making 
profitable investments of the moneys received from the sale of 


* A corporation that merely holds some of the stock of another company, 
but IS not m a position to dictate the latter’s pohey, can hardly he said to 
occupy the position of parent company 

For definition of a holding company under the Public Utihty Holding 
Company Act of 1036, see page 696 


679 
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its securities. These companies will be discussed in detail 
later. , 

Right of corporation to acquire and hold stock. — In Amer- 
ioq,, corporations are not permitted to hold the stock of other 
companies without statutory consent, or unless the holding of 
stock is incidental to their expressed powers, as for example, m 
the case of msurance and other companies charged with the 
investment of funds. In England, the common law rule 
“seems to be that a strictly private corporation ‘may deal in 
the shares of other corporations, without express power so 
to do, provided the nature of its business be such as to render 
such transactions conducive to its prosperity.’”® 

In America, in all but nine of the States, statutory 
provision has been made on the right of one corporation to hold 
stock of another These statutes either, expressly permit the 
corporation to hold shares in other corporations as its purposes 
may require, or they give the corporation the power to do so 
without such hmitation. The first statute was passed byNew 
Jersey in 1896,® and it was in New Jersey that most of the 
large holding companies were formed at the opening of the 
twentieth century. In New York the rule is that one corpora- 
tion may hold the stock of another corporation engaged in 
the same or similar line of business (provided, of course, the 
anti-trust statutes are not thereby broken) ; or a corporation 
may hold the stock of another corporation, without respect 
to the business of the two compames, provided the certificate 
of mcorporation of the former corporation gives it that power. 
It is customa^, therefore, m organizmg companies, to include 
a provision to the effect that “this corporation shall have the 
power to hold the stocks, bonds, and other evidences of 
indebtedness of other corporations.” 

Voting the subsidiaiy’s stock. — ^The board of directors of 
the holdmg company executes a proxy to one of its officers 
and instructs him how to vote the stock. If necessary, the 
directors of the subsidiaries are given “qualifying” shares, 
though in some States, mcludmg New York, the officers of 

> W C Noyes, ‘‘Intercorporate Relations,” page 476 See generally ibtd 
Chapters XXV, XXVI, and XXVII See, however, comment in article 
entitled ‘‘Power of a Corporation to Acquire Stock of anothei Coiporation,” 
31 Cdunibw Law Rmeio, 281 (Febiuary, 1931), to the efiect that no support is 
found m decided cases for the statement contamed in standard treatises on 
corporations that in England there is a general power to purchase stock. 

* General Corporation Act of N J , Seo, 61. 
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the holding company are “eligible to the office of director” 
of the subsidiary. 

How much stock is necessary to control. — In ordinary 
cases a majority ownership of a subsidiary’s stock is necessary 
to insure control. But very frequently, a smaller interest will 
suffice. As we shall see, ordinary a smaller amount of stock 
is necessary to retain control than to obtaia control.'* Hence 
a company may buy considerably less than half of the stock 
of another company from the directors, securing at the same 
time the latter’s resignations, and may thus come into 
control of the subsidiary; whereas if an attempt were made 
to gather together a majority of the stock from isolated 
holdings, the task would be almost msuperable. Thus in 
1901, when Harriman, backed by a group of New York 
bankers, tried to oust Hill from control of the Northern 
Pacific, he merely precipitated a scramble for the Northern 
Pacific stock that eventually got him nowhere.® 


^ See also ante, pages 113 et seq foi material paralleling this and the next 
few seetions of the text above 

‘ This fight IS an intei eating one and has frequently been desciibed The 
outline of the events is as follows 

The total capital stock outstanding of the Northern Pacific in 1901 
was $80,000,000 of common stock, and $75,000,000 of redeemable preferred, 
both classes having voting power In an cfloit to obtain control of the com- 
pany, E H Haiiiman, backed by Kuhn, Loeb & Co , bankers, bought until 
he owned $37,000,000 of the common and $42,000,000 of the preferred, or a 
total of $79,000,000, which gave him moro than a majority interest J J 
Hill, who was oiigmally in control of the company, and who was backed by 
J P Morgan & Co , purchased stock additional to his relatively small original 
holdings of the Northern Pacific until he owned $42,000,000 of the common 
and $29,000,000 of the preferred, giving hun a total ot $51,000,000 As a 
result of this contest the puce of the stock shot up to $1,000 a share m 1901 

Hill let it be rumoied that the boaid of diiectors would exeicise the option 
of the corporation to redeem the prefeired If the corporation did exercise 
the option and icdeem the profoiied, the road would remain under the control 
of HiU because he had a clear majoiity of the common Though the right 
to redemption did not ansc under the terms of the slock till the succeeding 
year, and though a meetmg of stockholders was scheduled to be held m the 
meantime, Hill hinted that the meetmg would bo postponed till the preferred 
stock could be redeemed Had such moves been made, Haiiiman’s control 
of all the stock would'have been changed mto a minority of the outstanding 
common stock. 

Evidently both HiU and Hariiman lost nerve and decided to combme 
forces They got together and formed the Northern Secuiities Company, 
a holding company which was to hold the slock of the Noithein Pacific and 
Great Northern, a majority of which was owned by Hill and Hariiman. Hairi- 
man owned about $80,000,000 of the Northern Pacific and about $60,000,000 
of the Great Northern; Hill owned about $70,000,000 of the Northern Pacific 
and $150,000,000 of the Great Northern The shares of these two compames 
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An illustration of partial ownership and complete control. — 
An example of transfer of the control of a comp/iny with 
transfer of somewhat less than one-third the outstanding 
stock, is furnished by the acquisition of control of the Western 
Union Telegraph Company by the American Telephone & 
Telegraph Company. On November 16, 1909, it was 
announced that the American Telephone & Telegraph Com- 
pany had obtained control of a large minority interest in the 
stock of the Western Union Telegraph Company. Neither 
the amount of shares acquired nor the price paid was made 
public, but it was rumored that from $20,000,000 to $25,- 
000,000 of a total of $99,787,000 stock outstanding was 
purchased from the Gould holdings, with probably voting 
rights on an additional amount. Howevei, it was stated by 
President Yail, of the American Telephone & Telegraph Com- 
pany, at a hearing, that the purchase amounted to 300,000 
shares out of the total of 1,000,000 shares. 

The immediate result of this acquisition by the American 
Telephone & Telegraph Company was a change in the 
management of the Western Union. Ten new directors 
were elected, and though two of the Goulds still remained 


were to bo exchanged for the shares of the Northern Seounties Company 
Hamman therefore received of the shares of the Northern Securities 
Company, and Hill 

Hill and Harnman had some workmg arrangement and matters went along 
quite smoothly until the government biought a suit for the dissolution of the 
Northern Securities Company as a violation of the Sherman Anti-Trust Law, 
based on the contention 'diat the combination ehmmatcd competition between 
two roads that theretofore had been competmg In those days, it should be 
noted, the theory still was that rates and service were dependent largely on 
competition. The government was successful in its suit, the court oidcrmg 
the Northern Securities Company to dissolve 

When a corporation is dissolved under the general pnnciples and rules 
of law, each shareholder is entitled to a pro rata share of the assets of the 
dissolved corporation; and so Hill claimed that he should leceive of the 
stock of the Northern Pacific and of the stock of the Great Northern 
If this were done, however, Hdl would be m control of both roads Harrunan 
claimed that the agreement forming the Northern Securities Company was 
void from the very begmning and, therefore, the paitjes should be placed in 
status qw and that each should receive the number of shares that each had put 
into the Northern Securities Company Hill’s contention was that the agree- 
ment of the Northern Seounties Company was not void, but merd^f that the 
action of the Northern Seounties Company m holding stock of competing hnes 
was illegal; therefore, he contended, the contract was not void from the begm- 
ning and the shareholders should receive a pro rata share of the assets of the 
dissolved corporation. HiU was sustained and Hamman Jost control of the 
Northern Pacific. Hamman v. Northern Seounties, (1906) 197 U. S. 244. 
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directors, it was understood that they had tendered their 
resignations. 

On March 31, 1913, the American Telephone & Telegraph 
Company owned $29,657,200 of the outstandmg stock. On 
February 16, 1914, it was announced that ia accordance with 
an agreement between the Department of Justice and the 
American Telephone & Telegraph Company, the latter had 
sold its entire holdings of the Western Union Telegraph Com- 
pany stock to a syndicate, under an arrangement whereby 
the privilege was reserved to other stockholders of the 
Western Union Telegraph Company of subscribing for the 
same, pro rata at $63 per share on or before March 24, 1914, to 
an amount equal to 40 per cent of their holdings as of record 
on February 28, 1914. About one-half of the stock was 
subscribed for by stockholders. 

For more recent examples of partial ownership and com- 
plete control, the student must look into the history of the pro- 
motion in 1929 of the United Corporation in the public utility 
field, and of the Alleghany Corporation in the railroad field 
Use of proxies to retain control. — ^Undoubtedly the most 
important reason for the retention of control by a minority 
18 the general practice among American companies of using 
the proxy and the proxy committee. The directors m power 
elect a proxy committee whoso function it is to receive proxies 
and to vote them at the next annual meeting. Proxies made 
out in the name of this committee are mailed with the notice 
of the annual meeting, and stamped and addressed envelopes 
for their return upon execution are also includejJ.®^ 

Most of the stock voted at meetings of large companies is 
represented by proxy, besides the large holdings of corpora- 
tions, banks, and insurance companies that must perforce 
be repiesented by proxy.® 

‘o The complicated tiansactions which brought about the Umted Gorporar 
tion and made it a potent factor in the regrouping of utility properties are 
desciibed in “High Fmance in the 'Twenties The United Coipoiation," 37 
Coluvilna Law Review 785, 936 See also 37 Columbia Law Review 1137 for a 
le^xammation of the piomotion of the Umted Coiporation with the purpose 
of illustratmg the impact which the Secuiities Act of 1933 and the Securities 
E'fohange Act of 1934 made upon the type of financing lepresented by the 
oigamzation and development of the United Corporation For a summary 
of the oigamzation and history of tho Alleghany Corporation, see Repoi 1 1466, 
73rd Congress, 2d Session, “Stock Exchange Practices," page 364 et aeq. 

® See page 112 for restrictions on solicitation of proxies 
• See page 114 for piopoition of stockholders represented by proxy at annual 
meeting of the United States Steel Corporation, 
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Inactivity of outside stock. — ^Veiy frequently, a large part 
of a company’s stock will be inactive. Mr. Hellene's experi- 
ence as president of the New Haven is piobably the same as 
that of every other president of a large corporation “Stock- 
holders, in times of prosperity, and while dividends aie being 
paid, aie generally contented, like sheep, to go out and 
browse . Lots of them did not pay any attention to the 
proxies, and threw them in the waste basket, I suppose.”^ 
A large part of the stock of a company may be held by 
speculators who pay no attention to the voting rights ® 

Other devices for ret ainin g control. — Stock may be divided 
into voting and non- voting stock and outside capital may thus 
be brought into a subsidiary without increasing its fixed 
charges and without jeopardizing control “ Moreover, the 
control may be kept by a very small pr6portioii of the stock 
by providmg in the by-laws, if the statute does not preclude 
such a provision, that a larger peicentage than a majority 
shall be required to elect directors. Thus, if the by-laws pro- 
vided that soven-cighths of all the outstanding stock was 
needed to elect a board of directors, the old board, by con- 
trolling slightly more than one-eighth of the stock, could pre- 
vent the election of a new board and hence could “hold over” 
indefinitely. 

Aflfiliated companies under the Federal Income Tax Law. — 
The only afiiliatod corporations which may file consolidated 
income tax returns, under the Internal Revenue Code, as 
amended by the Revenue Act of 1939, aie railroad com- 
panies and certain Pan Ameiican Tiade Corporations 
All other corporations must file separate returns legardless of 
affiliation. 

Prior to the Revenue Act of 1934, consolidated icturns weie 
permissible and affiliated corporations were able to reduce 


'' Pinanoial Traubaotiona of the N Y , N H. & H , Senate Document No 
543, 62nd Congress, 2nd Session, pp 910, 917. 

* See page 113 for Stock Exchange rules for biokerb’ pioxies 

* See page 108 foi legislative curbs upon control thiough rostiictions of 
voting nghts 

“ The authoi regiets that he has been unable to find among his notes the 
name of a small Mid-Westoin railroad whose by-laws contained such a pro- 
vision Ho recalls that in that ease the piovision was not left piegnable, for 
the charter provided that the by-laws could not be amended except by a 
seven-eighths vole of all the outstanding stock. ^ 

“ Internal Revenue Code, Secs 141, 152. 
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their income taxes by combining the accounts of profit-making 
afl&liates^with those of companies operating at a loss. 

Advantages of holding companies. — Many of the advan- 
tages claimed for this system of intercorporate relations — 
parent or holding company and subsidiary — apply to all foims 
of combination which eliminate competition and permit large- 
scale production. Here we shall consider only those 
advantages which are peculiar to corporate stockholding 

Ease in effecting relahouship. — ^The holding company" 
relationship is perhaps the least troublesome to effect. The 
consent of stockholders of neither the holding company nor 
the subsidiary is needed to permit control through stock 
ownership, and all difficulties of having to deal with recalci- 
trant stockholders are avoided. As compaied with com- 
bination by consolidation or purchase of assets, it has the 
advantage of avoiding the trouble of arriving at a financial 
plan that will be agreeable to all the parties concerned. 
Of course, the purchasing company has much the same diffi- 
culty in determining what it will pay in acquiring the securities 
of a company as the constituents of a merger or of a consolida- 
tion have in devising their financial plan, but it is not faced 
with the problem of dividing control, as are the promoters of 
a consolidation or merger 

When the giant United States Steel Corporation was 
organized at the beginning of the twentieth century, vast 
economic interests were acquired by the techmque of merger, 
consolidation, or outright pmehase of assets. When the 
gigantic United Corporation was promoted durmg the second 
decade of the century, huge inter ests in other public utility 
holding compames were acquired without the necessity of 
raising cash; it became a great holding company, commanding 
control in large public utihty systems, principally through 
the device of issuing unauthorized shares in exchange for the 
shares of individual owners of the companies involved. The 
plans always took mto consideration the Federal mcome tax 
liabilities involved in a proposed exchange, and the exchanges 
were cast in such form that the Fedeial mcome taxes on large 
capital gains were avoided. 

1*“ A holding company is not always able to put mto effect economies that 
would be possible through a consolidation 

This featu^ of the pioceduie is not genoiolly ontioizod since the United 
States Supreme Court stated that “the legal right of a ta%.payer to decrease 
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Adverse "legislation. — The holding company has been 
used to overcome restrictive legislation under wt^ch it is 
difficult or impossible for a foreign corporation to carry on its 
business in a paiticular State. Thus, when in 1917 Texas 
passed a new pipe line law preventing the Texas Company 
from owning its pipe lines in that State, the corporation con- 
veyed its pipe line properties m Texas and Louisiana to the 
Texas Pipe Line Company, a Texas corporation, for $14,000,- 
' 000 stock of the latter company. 

Readiness with which subsidiaries can be adjusted to local 
conditions. — ^Where a large part of a company's business 
IS locahzed, it may prove advantageous to incorporate that 
pai’t of the business separately. In this way, local representa- 
tives can be placed on the boaid of directors," they can be given 
offices with digmfied titles, and the company can escape much 
of the criticism that might be directed against foreign owner- 
ship. Even the question of the name of the busmess may 
be important, for while an American coiporation, for exam- 
ple, doing busmess in some foreign land, may translate its 
name into words of that land’s language, difficulties might 
arise in connection with title to property. A corporation 
cannot use a pseudonym 

Experiments may be tried without injuring the parent 
company. — ^The subsidiary company grants the corporation 
the same liimtod Lability that a natural person receives when 
ho embai'ks on a new enterprise through the medium of a cor- 
poration. Whether the new enterprise shall be incorporated 
as a subsidiary or maintamed as a department of the parent 
company is a question the solution of which must rest on the 
circumstances surroundmg the case. For example, the credit 


what otherwise would be hia taxes, oi altogethei avoid them, by means which 
the law peimits, cannot bo doubted ” Giegoiy v Helvenng, (1935) 293 U S 
466 For a desonption of the technique of share-foi-share exchanges used by 
United Corporation during 1929 and 1930 to acquire huge equity inteiests in 
othoi public utihty holdmg eompanios, see "High Fmance m the ’Twenties,” 
37 Columbia Law Remew 936 

lie Several years ago the laws of some of the States provided that no foieign 
corpoiation could hold real estate withm its borders This type of legislation 
has gradually been lemovcd from the statute books Pennsylvama, foi 
example, had such a piovisiou until 1923 

1* For an example of the method of organizing a eham of subsidiary oom- 
panies, see ante, page 240 The use of the subsidiary company in buildmg 
extensions to radroads was frequently resorted to. See Cleveland and PowoU, 
"Bailroad Promotion and Capitalization.” 
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and reputation of the parent company may be the very thing 
necessarj^ to give the enterprise a successful start. But if the 
undertaking is hazardous, it may be the course of wisdom 
to use a separate corporation for the experiment. This 
advantage also apphes to the method that is selected in taking 
over companies that are already in existence. If they are 
taken over by lease, for example, the obligation of rent sui- 
vives the failure of the leased property and persists as long 
as the lessee remains solvent. Subsidiaries generally can be 
disposed of. The investment made in the subsidiary may 
be lost, but at least the subsidiary can be turned loose with- 
out involving the parent company in additional loss. 

Possibility of obtaining control of existing companies at 
small expense. — ^By going out qmetly and picking up stock, 
the control of a company may sometimes be obtained when 
otherwise extravagant claims would be made by its stock- 
holders if they were asked to give a lease or to enter a consoli- 
dation. Sometimes, too, a company whose potentialities 
are good may be bought up by a corporation in a position 
to develop those potentiahties. The following is taken from 
the Boston News Bureau, August 9, 1916. 

Two years ago Chailes M Schwab picked up the friendlees and down- 
at-the-heel Foie River Corporation for a song The “song” was in the 
form of 1600,000 Bethlehem Steel second mortgage bonds with a then 
market value of about 83 It is believed in banking oucles that the 
eammgs of the Fore Rivejr Corporation m these two years cannot have 
been less than ®1,500,000, oi thrice the purchase price. 

To be sure, in attempting to acquiie the stock of a corpora- 
tion, the purchaser may find that the demand they have 
created has caused the price to go far above the value of the 
securities, making the cost of the acquisition exorbitant. 

Permits capitalizatioii of controlling stock by issue of /col- 
lateral trust bonds. — But the acquisition of the controlling 
stock of a company need not cost the parent company any out- 
lay of cash whatever. The stock may be deposited as secu- 
rity for an issue of collateral trust bonds and these may either 
be sold to the pubhc to obtam the funds to be used for 
acquirmg the stock, or they may be exchanged directly 
for the stock. The Midvale Steel & Ordnance Company, for 
example, in 1916 created an issue of twenty-year 6 per cent 


See diagram, page 240. 
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convertible gold bonds of an authorized amount of $50,000,- 
000 “to be secured by all the capital stock of the,, Cambria 
Steel Company acquired or to be acquired by the company,” 
The indenture provided that the bonds were to be used “to 
reimburse the company for the actual cost of all additional 
Cambria stock acquired and pledged with the trustee, which 
cost shall not exceed an average of $81 per share.”^* 

This system of using collateral bonds opens up the means 
of centeiing an endless amount of property in the hands of 
a few persons who need not mvest a cent of their own money. 
As a matter of fact, by using a chain of parent companies 
and subsidiaries, the same effect can be obtamed without the 
use of the collateral trust bonds but with the use of several 
companies’ earmngs. Thus if a group of 'persons with bor- 
rowed money can control company A, and with its earnings 
buy up company B, while B m made to buy company C, and C 
IS made to buy the A stock and thus pay the original loan, the 
directors of one company will elect those of another, and so on 
right around the circuit. The form of perpetual ownership 
created by this sort of organizing is one which the law abhors,'® 
Freedom from stockholders’ suits. — Intercorporate rela- 
tions may be brought about without starting stockholders’ 
suits, some of which, as we have seen, are inspired by dis- 
honest motives. The fact that a system can be built up in 
this way is evidenced by the experience of the Now Haven 
raih’oad which, in 1911, had 336 subsidiaries. The develop- 
ment of the holdmg company system of intercorporate 
relations m tlm pubhc utility field has also been conspicuously 
free from litigation of this kind. 

Subsidiaries increase efficiency of system. — ^The late 
Judge Gary explained that the United States Steel Corpora- 
tion was organized as a holding company rather than as a 

From tlio bond cuoular It should be noticed m tins case, howevei, that 
the parent did make a consideiable investment of its own money that was to 
be tied up in the subsidiaiy company’s stock The ciiculai roads “There is 
an mitial pledge of stock of the Cambria Steel Company, costing more than 
$25,000,000, which is to be aoquiied with the sale of Midvale Steel & Ordnance 
Company stock Stock so acquired and pledged cannot serve as a basis oi 
any issue of bonds and will, theiefore, at all times represent an inveslment by 
the Company m Cambria Steel Company stock of more than $25,000,000 m 
excess of the proceeds of any bonds outstanding ’’ 

** For a somewhat similar tiansaction in practice, see the deals between the 
Now Haven, The Navigation Company, and the New Fpgland Steamship 
Company, 27 Interstate Commerce Commission Repoits, 591 
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consolidation, because the managers and officers of the con- 
stituents^ could thus retain their old titles as presidents, 
vice-presidents, and the like, of their respective companies 
A spirit of competition and emulation is thus stirred up that 
makes, as nothing else can, for efficiency and success. 

The practical working out of this advantage is explained 
in the following statement from the head of the statistical 
department of one of the largest holding compames in the 
country: 

Many years ago an old man said that in a oertam business theio weie 
only two accounts — money coming in and what had to be spent to get it 
The latter item in a well-run electric plant is today divided into several 
hundred items of primary entiy. Th^, in turn, are oo-related with the 
statistics and tell the manager such items as the cost of boiler-room labor 
per ton of coal fired, or the cost of lubiicating oil per thousand kilowatt 
hours generating, or, in the ultimate, the relative profit or loss in taking on 
this 01 that piece of additional busmess 

All of these items in the accounts of an independent company, month 
in and month out, may be running along practically uniformly But with- 
out any outside basis of comparison, how is the isolated manager to know 
that all of these items of expense are as low as they should be? It is here 
that the holding company not only fuimshcs the bases of comparison, but 
itself makes the comparison and takes whatevei steps are necessary in 
each item to bung the efficiency of all plants up to that of the best.^“ 

Subsidiaries to hide trade secrets. — Vciy frequently, sub- 
sidiaries aie used to hide trade seciets. A firm may wish, for 
example, to make an inferior and cheaper line of products that 
might interfere with the reputation it has gained for its 
earlier and more expensive products This can be done by 
selling the cheaper line through a subsidiary. - This practice 
has been followed, with more or less seciecy, in the automo- 
bile field 

Subsidiaries to ceirry on work which parent is not permitted 
to do. — Sometimes a subsidiary must be formed to cairy on 
cognate work that cannot be prosecuted by the parent com- 
pany under its charter Railroads have frequently formed 
corporations to hold the properties of other companies carry- 


“ fV 7 Evening Post, Special Public Utility Supplement, March, 1914 
” Foimcrly many banks organized affiliated or subsidiaiy companies to 
deal in securities For example, the avowed puipose foi the formation of the 
National City Co was to peimit the National City Bank of New Yoik to make 
investments not withm the scope of the bank’s power The Bankmg Acts of 
1933 and 1935 placed such restiictions upon banking operations as m effect 
to prohibit a bank from having secuiity affihates 
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ing on various businesses. Thus the Northwestern Improve- 
ment Company, a subsidiary of the Northern Pacifiq, was the 
latter’s holding company for the stocks of navigation, irriga- 
tion, express, and mining companies.^® 

Subsidiary organized to aid in profit sharing, etc. — ^A 
subsidiary may be organized to aid in profit shaiing, though 
on the whole for small companies the simpler device of 
"management shares,” described in an earlier chapter (see 
page 156), is preferable. Thus, the General Motors Corpora- 
tion worked out a plan of profit-sharing in 1923 which 
involved the formation of Managers Securities Co.’-® 

Fighting subsidiaries. — ^Frequently, the use of the subsid- 
iary company has been as nefarious as it has been secret. 
Almost everybody is now familiar with the fighting companies 
employed by the old oil trust some time ago. If a competitor 
turned up to contest the monopohst’s control, mstead of kill- 
ing off the competitor with lowered prices for products of the 
monopolist — a practice that would affect adversely the 
public’s opinion of the quality of the monopolist’s goods — 
fighting companies were organized whose goods were sold low 
enough until the spirit of the daring or stupid competitor was 
broken and its pocketbook flattened. 

Subsidiaries to aid investors in company’s stock. — In 
connection with the discussion of sale of securities, there 
is described on page 376 the functions of a subsidiary organized 
to aid investors in acquiring securities of the major coipora- 
tion. Subsidiaries have also been used to carry through 
employee stock ownership plans Thus the Electrical Prod- 
ucts Corp., -v^ich was controlled by the holdmg company 
Claude Neon Electric Products Corp., formed a wholly owned 
subsidiary to acquire stock in the holdmg company, the stock 
to be offered to employees of the Electrical Products Corp. 
Subsidiaries have been formed also to administer employee 


“ This company was organized in 1897 but its charter was canceled m 1907. 
Another example is the New England Investment & Secunties Co m the 
New Haven system. 

“ The plan involving the Management Securities Co terminated by expira- 
tion of the company’s contractual relations with General Motors Corporation 
at the dose of 1929 In 1930 the stockholders appioved a plan for the foima- 
tion of the General Motors Management Corporation, which, according to the 
annual report of the General Motors Corporation for 1930, fulfills “the same 
functions in prmciple,” as the former plan In 1938, General* Motors Manage- 
ment Corporation and General Motors Securities Co. were consohdated mto 
General Motors Shares, Inc 
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life insurance plans. An example is the Employees Welfare 
Associatjion, Inc., of the Associated Gas and Electric Com- 
pany and New England Gas and Electric Association holding- 
company systems. 

Other purposes for which subsidiaries are formed. — Some 
of the purposes for which subsidiaries may be formed have 
been treated in the discussion of the advantages of holding 
company and subsidiaries as a form of intercorporate rela-. 
tions The following additional purposes may be cited (1) 
To handle a particular department of a business. Thus, 
many large corporations have formed subsidiaiy sales com- 
panies to handle the distribution of their products, also finance 
companies, advertising companies, insurance companies, 
producing companies, and the like. (2) To carry on business 
in foreign countries.- (3) To do business as a local institution 
in another State. (4) To act as a holding company for con- 
cerns which are closely giouped geographically. (5) To 
permit the joint use of one property by several companies. 
For example, the Boston Termmal Company is jointly owned 
by the New York, New Haven and Hartford, the Boston 
& Providence, the New York Central, and the Old Colony. 
(6) To clear up a situation of overlapping patents. For 
example, if several companies have overlapping patents and 
each is unable to grant licenses under them because of danger 
of complaint and suit by the others, they may solve the 
problem by forming a jomtly owned subsidiary company to 
own all the overlapping patents. (7) To protect a trade 
name The Eleo Company, for instaneb, was formed by the 
Electric Boat Company to preserve the name of Eleo for its 
own use. (8) To keep separate and distinct a branch of a 
business that is affected by the terms of a will (9) To liqui- 
date certain assets of a parent company. A losing branch of a 
business can be turned over to a subsidiary company to be 
sold out if it cannot be revived. (10) To liquidate assets 
acqmred in settlement of debt. Thus, Manufacturers Trust 
Company organized Utfiity Seiwice Company in 1932 to 
hold the bank’s equity interests in public utility securities 
which had been acquired through liquidation of mdebtedness 
to the bank.*® 


“ A holding company which is tempoiarily a holding company solely by 
reason of the acquisition of securities for purposes of hquidation oi ^stribution 
in connection with a bona fide debt previously contracted is exempt fiom the 
Fubho ITtihty Holdmg Company Act of 1936 
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Disadvantages of holding companies — ^taxation. — But it 
must not be thought that the holding company is ,5vithout 
disadvantages.®^ Indeed, many corporations have consoli- 
dated their subsidiaries to get rid of the multiplex taxes and 
requirements regarding reports.®® Taxes, of course, are saved 
'Ey" the' elimination of subsidiaries, for every one of the latter 
has to pay a State franchise tax. To save duplicate taxes, 
on 1918 a number of American holding companies in the min- 
ing field were given up, the stockholders being paid for their 
stock in the stock of their Canadian subsidiaries. Examples 
were the Nipisamg Mines Co., Kerr Lake Mining Co., and 
La Rose Mmes, Inc. 

The author finds m his files literally dozens of instances 
of the dissolution of holding companies, the consolidation 
of subsidiaries, or some other device to* simplify the inter- 
corporate scheme. One method of simplifymg the combma- 
tion of holding company with a number of subsidiaries is 
to make one of the subsidiaries the principal corporation, 
to get the holders of the holding company’s stock to exchange 
their holding company stock for stock of the principal operat- 
ing company, and then to cause the other subsidiaries to 
transfer their assets to this operating company, thus brmging 
aU the producing property directly under the contiol of a 
single corporation. A dissolution plan of this kmd was 
effected by Phelps, Dodge & Co in 1917. 

Dissipation of goodwill. — The holding company with sub- 
s^aiies may suffer from a scattering of effort, especially in the 
naarEeSng field. The name of a company’s products, when 
identified with the corporate name, makes an impression on 
^.pubhe through advertismg, and often there is no reason 
^_not spreading the effect of the effort and cost over the 
product of the subsidiaries as well. We have an illustration 
of this situation and the proposed remedy in an announcement 

Professor W. Z Riploy brought befoiethepubliom“MamStieet and Wall 
Street" (1927) the dangers of over-comphcation of tho corpoiate stiuoture 

** When the pnvilege of filing consohdated letums was domed (see page 684), 
it was no longer possible to offset the losses of one subsidiary agamst the profits 
of another One of the former advantages of tho holdmg company was thus 
destroyed The use of the holdmg company device is also discouiagcd by the 
method of taxmg corpoiations upon dividends leoeived fiom othei corporations 
Under former Federal income tax laws, dmdends received by holding com- 
panies from their subsidiaiies weie not taxable Beginning with the 1934 Act, a 
poition of such dividends became taxable to the holding oAmpany, and the 
tendency has been to increase taxes upon such mcome 
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of President William H. Childs to the stockholders of the 
AmericE^n Coal Products Company, January 13, 1916 • 

It has become impressed upon the ofScialb of the company that the large 
increased goodwill of the Barrett Manufactuimg Co is not reflected in the 
value of the stock of the Ameiican Coal Products Co , due to the fact that 
such advertising is done m the name of the Bairett Manufacturing Co and 
the public in general does not realize the fact that all of the stock of the 
Barrett Manufacturing Co la owned by the American Coal Pioducts Co 

In Older to simplify bookkeeping and save a considerable expense, 
thereby and also to insure easier understanding by the pubho of the trans- 
actions of the company, it is piopoaed to change the name of the American 
Coal Pioducts Co to the Barrett Company, with a similar amount of stock 
as in the Ameiican Coal Products Co and exchange all stock ceitiflcates, 
share foi shaie, to that end We shall at the same time dissolve a number 
of subsidiary coipoiations, turning their assets directly into the Barrett Co 

Manipulation. — ^Because the stock of subsidiaries may be 
acquired by the parent company through action of the latter’s 
directors in private contract with the holders of the stock 
of the subsidiaries, there is always some danger that the parent 
company will be mulcted by secret deals of its directors.***. 
The directois may decide to purchase the stock of a given) 
subsidiary, whereupon they buy up the stock or “suggest”' 
that friends buy it up at a price lower than that which! 
the prospective parent company is willing to pay. It would' 
seem that as to purchases of stock of prospective subsidiaries, 
directors are in much the same position as promoters. If a 
promoter owns property before he begins to promote, he may 
charge the company the true value of the property sold — the 
value, of course, to be fixed as of the date pf* beginning pro- 
motion — and this may be done even thougF the promoter 
oiigmally bought the property at a much lower price. And so^ 
with a dii’ector, he may sell stock for its reasonable value,' 
but if he purchases the stock for the purpose of resale to his 
company, he will be bound to sell it at the price paid for it. 
But the question always may arise: how much did the direc- 
tor pay for the stock? 

Danger of manipulation that will be hurtful to the interests 
of the stockholders of the subsidiary corporation also lurks in 
the device of the subsidiary corporation. Thus, there is the^ 
possibility that the parent corporation will divert to other 

The histoiy of lailroad finance furnishes illustrations, a number of which 
are recoided by Eipley m his " Railroads, Finance and Organization " See also 
Interstate Commerce Commis.sion Repoits No 6SS3, pages 142 et aeq 
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enterprises c6ntrolled by itself, funds raised through the sale 
of a subsidiary’s stock or bonds. „ 

The interests of security holders other than stockholdeis 
may also be injured by a wrongful use of the subsidiary device. 
Thus, a parent corporation may have outstanding an issue of 
debentures udder which it is obligated ratably to secuie the 
debenture holders in case any of its property is mortgaged. 
.Parent corporations have been known to evade this obligation 
through a transfer of the property to be mortgaged to a sub- 
sidiary corporation. The property of the subsidiary, rather 
than that of the parent company, is then mortgaged, and the 
provision as to ratably securing the debenture holders is 
totally Ignored Some measure of protection against such 
manipulation is afforded to creditors of a corporation by the 
rule that the legal fiction of a distinct corporate existence of 
the subsidiary will be disregarded when necessary to prevent 
fraud. Carefully drawn indentures governing the issuance 
of the debentures may also avoid such manipulation. 

Manipulation of subsidiaries* accounts. — Holding compan- 
ies may^igL&nipulate the accounts of subsidiaries with great 
eas e. I f a pareht'“ company does not publish a combined 
income stalemeut of itself and its subsidiaries, and does not 
publish the subsidiaries’ several income statements and 
balance sheets, secret reserves may be built up in the subsid- 
iaries which may be unexpectedly transferred to the parent 
company through the declaration of a dividend on the sub- 
sidiaries’ stocks, thus opening the way for an unexpected 
“melon” to bs cut by the parent company. This melon, 
likely, would not be “cut” till the directors had acquired from 
discouraged stockholders a large amount of their stock at 
inadequate pi ices. 

On the other hand, suppression of the bad financial con- 
' dition of subsidianes has often led to disaster. The Claflm 
failure was due, mTarge measure, to the insolvency of prac- 
tically every one of its nmoteen subsidiaries. New Haven’s 
surprising failure to continue dividends was due to the taking 
on of numerous subsidiaries that either were operating at a 
loss when taken over or that afterwards suffered large deficits 
in their operating accounts. 

« For a discussion of the legal pnnoiples involved m the manipulation of 
credit through subsidiary corporations, see "Subsidiary Cbiporations and 
Credit Manipulation,” by A. A, Berle, Harvard Lm Bmew, May, 1028. 
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In the public utility field there have befen numerous 
example^ of attempts, through the use of subsidiaries and 
contracts between parent and subsidiary, to defeat regulations 
of the pubhc service commissions. The courts have made it 
clear, however, that a public utility cannot defeat the right of 
a State to fix reasonable rates through the device of reducing 
apparent earnings by giving unduly favorable contracts to 
related companies 

Holding company abuses — corrective legislation. — So fla- 
grant wore the abuses of the holding company device during 
the twenties in the bankmg, public utilities, and railroad fields 
that even those who firmly adhered to the holding company 
system and who took part in its development conceded that 
Government regulation of holding companies was essential.^® 
The evils of the holding company system as it developed dur- 
ing the twenties are summed up as follows in a Government 
report 

. Holding companies have not been organized or dominated by 
individuals who poshosaed the necessary quahfioations, traming for or 
mterest in industry, which formed the backbone of the holding company, 
but rathei have become the vehicles for the financial promoters, who were 
particulaily adept at borrowing money, pyiamidmg corporation upon 
corpoiation, and selling secuiities to the public 

The holdmg company is no longer the parent fostering the iimt mdus- 
tries, rather, the infant unit operating companies aie nurturing the holdmg 
company The pragmatic i esult has been that holding companies have not 
created any economic wealth, but have merely facilitated the concentration 
of contiol of wealth.'*" 


Such mdividuals as Geoige Whitney, Owen D Young, ■insull, Oils P Van 
Swenngen, and such companies as J P Morgan & Co admitted the need for 
regulation For reference to their testimony, see Report No 1455 of the 
Committee on Bankmg and Curienoy, 73id Congicss, 2d Session, “Stock 
Exchange Practices,” page 382 

The facts disclosmg the evils of holding companies m the electno and gas 
utilities fields are found in repoits of the Fedeial Trade Commission made 
pursuant to S Res 83 (70th Congress, 1st Session); the reports of the Com- 
mittee on Interstate and Foicign Commerce, made pursuant to H Res 69 
(72d Congress, 1st Session) and H J Res 672 (72d Congiess, 2d Session); 
and other reports See report cited in pieeedmg footnote The evils are 
lefoiiod to in Section 1 of the Pubhc Utility Holdmg Company Act of 1936 
They may be summaiizod as follows’ (1) lack of mformation necessary to 
appraise the financial position of cainmg power of securities, (2) issuance of 
securities without approval or consent of State pubhc service oommissions. 

(3) issuance of seouiities upon the basis of fictitious and unsound values, 

(4) overcapitalization, which tended to prevent voluntary rate leduotions, 

(5) excessive charges agamst subsidiaiies for services, construction work, 
equipment, and matenals due to absence of aimfs length bargaining; (6) 
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We cannot here go into a detailed account of legislation 
which was enacted to check the evils of holding companies. 
The Securities Act of 1933®^ with its requirements for dis- 
closure of facts, the Securities Exchange Act of 1934 with its 
contiol of the use of securities exchanges in the distribution 
of securities, the Banking Acts of 1933 and 1935 with their 
restrictions upon banking operations,*® the Federal income tax 
^laws with their discouragement of holding companies,*® 
"and especially the Public Utility Holding Company Act of 
1935, aim at elimination of the abuses of the holdmg company 
device. 

^ The Public Utility Holding Company Act of 1935. — Com- 
panies owning or controlling 10 per cent or more of voting 
securities of an electric or gas utihty company, or exercising a 
controlling influence over the management or policies of such 
a company, aie termed holdmg companies under the Pubhc 
Utility Holding Company Act of 1935. They and their 
subsidiaries are subject to the Act unless they are declared 
not to be holding companies or subsidiaries by the Securities 
and Exchange Commission or are exempt from the provisions 
of the law We cannot here explain the exemptions except 
to indicate that compames which are predominantly intrastate 
in character are exempt *® 

Methods of controlhng public utility holding companies. — 
Control of holding compames which are subject to the Act 
is exeiciscd m various ways. They may be summai’ized 
briefly as follows: 

1. RegistiaUon of holding companies , — All holding com- 
pames must fle a registration statement with the Securities 
and Exchange Commission. Companies failing to register 
are denied the right to distribute their products in interstate 
commerce and to do certain other acts. 


obstruction and complication of State regulation; (7) giowth and extension 
of holding companies without relation to economy of management and opeiation 
01 the integration and coordination of related oporatmg pioperties, (8) lack of 
economy in management, opeiation, and finanemg of public utility companies, 
(9) lack of efficiency and adequacy of service rendered, (10) lac^ of eSectivc 
public regulation 

^ See footnote 5a, page 683 
” See footnote 17, page 689, 

^ See footnote 22, page 692. 

” For complete i^oimation on the Public Utility Holdmg Company Act of 
1935, see Frentice-Hall Securities Regulation Service. 
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2. Regulation of security transactions. — A declaration must 
be filed ,witli the Securities and Exchange Commission with 
respect to any proposed issue of securities. See pages 360 
and 439. 

3. Restrictions against acquisitions. — An order of approval 
by the Commission must be obtained befoie any acquisition 
of securities, utility assets, and interests in other busmesses 
may be acquired. This restriction was designed to give the. 
Commission supervision over the development of utihty 
holding company systems. 

4. Simplification of holding company systems — ^Each regis- 
tered holding company must take steps to hmit the opera- 
tions of its holding company system to a single integrated 
pubhc utility as defined m the Act,®^ and to such other busi- 
nesses as are reasonably incidental or economically necessary 
or proper to the operation of such integrated public utility 
systems.*® Under certain conditions, however, a registered 
holding company may be permitted to control one or more 
additional integrated public utility systems. Two alternative 
methods are provided for securmg comphance with the sim- 
phfication requiiements of the Act, namely (1) by an order 
from the Secuiities and Exchange Commission which may 
be enforced thiough the courts, or (2) by a voluntary plan. 
The Commission has favored compliance through voluntary 
and cooperative proceedings rather than by involuntary 
proceedmgs 


An mtegrated ayatem for an electiio light and power 'oompany would be 
one "conaisting of one oi moie unite of generating planta, and/oi disliibutmg 
facilities, whose utihty assets, whether owned by one or moie eleotiio utility 
companies, aie physically mterconnocted oi capable of physical mlorconneetion 
and which under normal conditions may be economically opeiated as a single 
interconnected and coordinated system confined m its operations to a single 
area or region, m one or more States, not so large as to impair (considering the 
state of the art and the area oi region aliected) the advantages of localized 
management, efficient operation, and the effectiveness of regulation ’’ A 
definition is also provided foi an intcgialed gas utihty 

•** When the Public Utility Act was passed. Section 11, dealmg with the sim- 
phfication of holding company systems, became known as the “death sentence” 
provision The phrase was less frequently heard after the Act was declared 
constitutional and holdmg companies became reconciled to its terms The 
following objectives are sought by Section 11 (1) the creation of geographically 
mtegiatod systems whose busmess is confined to operating gas oi electiio 
properties; (2) elimination of unnecessary holdmg companies, (3) simplification 
of corporate structure of holdmg company systems; (4) distribution of votmg 
control among secunty holders faiily and equitably. 
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Under the' Act the structure of a holding company system 
is limited to three tiers, consisting of operating coi^panics, 
first degree holding compames, and second degree or top 
holding companies 

6. RegulaUon of tntercom-pany transactions . — Certain inter- 
company transactions are prohibited, and others may not 
be undertaken in contravention of the rules, regulations, 
^ind orders of the Commission. Thus, a registered holding 
company may not borrow or receive an extension of credit 
fiom a public utihty company in its system or a subsidiary 
of the holding company This is a flat prohibition of the 
so-called “up-stream” loan. “Down-stream” loans — that is, 
extension of credit by a registered holding company to any 
company in the same holding company system — ^is not 
prohibited but is subject to regulation. • Other transactions 
that are subject to regulation are the declaiation of dividends, 
acquisition of the corporation’s own securities, disposition of 
assets, and solicitation of proxies. 

6. Regulation of sennee, sales, and construction contracts . — 
Restrictions are contained in the Act concerning service, sales, 
and construction contracts. These provisions are designed to 
protect public utility companies against tribute formerly 
exacted in the perfoimance of service, sales, and construction 
contracts by their holdmg companies. Approved mutual 

«The fiist voluntaiy plan ol leoigamzation appioved by the Seoiuities 
and Exchange Commission was that of Ameiican Water Works and Electric Co 
Before rcoigamzation the top holding company in this system was a fifth degiee 
holding company with lespect to one subsidiary, and a fourth degree holdmg 
company with respect to another subsidiary After simplification theic was a 
top holding company, three subsidiaiy compames which aie both operatmg 
and fiist degiee holdmg companies, and a bottom tiei of operatmg companies 
See Meek and Cary, "Regulation of Corporation Finance and Management 
under the Pubhc Utihty Holdmg Company Act of 1935," 52 Haivmd Law 
Renew 216 

An analysis of the maze created during the twenties by the purchase of one 
holdmg company by another, and the formation by existmg holdmg companies 
of subsidiary holding companies to handle a gioup of opoiatmg companies 
located far from the headquaiteis of the huger holdmg company, revealed thiee 
mam types of “super " corporations (1) the "supoi" holding company, which 
owned aiU or a substantial majority of the voting stock of various holdmg 
and opeiatmg subsidianes; (2) the management company, which owned sub- 
stantial mterests m its aiHiated compames but did not control a majority of 
the stock, and (3) the mvestment company, which was generally foimed to 
hold public utihty securities, and which lesembles the investment tiusts 
desoiibod on page 708 For a review of holdmg company structures before 
enactment of the Pubho Utihty Holdmg Company Act of 4935 see “Xntei- 
relation of the Utilities,” with chart, by Harry T Rohe, Ba/rron’s, Feb 2, 1981. 
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service companies and certain subsidiaries may, under rules 
and reflations prescribed by the Commission, perform 
service or construction work for, or sell goods to, associated 
companies See also page 700. 

7. Restnchons against officers and directors. — ^An officer 
or director of a registered holding company must file with the 
Securities and Exchange Commission at the time of registra- 
tion of the company, or within ten days after becoming an 
officer or director, a statement of the securities of the company 
or a subsidiary thereof beneficially owned by him. Changes 
in ownership during the month must also be reported within 
ten days after the close of the month. The provision as to 
Lability for forfeiture of profits reahzed by an officer or director 
of a registered holding company or subsidiary on a purchase 
and sale or sale and purchase of a security of the company 
or subsidiary within a period of less than six months was 
previously discussed.^® Another restriction is that a regis- 
tered holding company or subsidiary may not have as an 
officer or director any executive, officer, director, partner, 
appointee, or representative of a bank, trust company, invest- 
ment banker, or banking firm, or any such officer or represen- 
tative of a corporation a majority of whose stock is owned by 
such banking company. 

8 Reports and accounts. — Registered holding companies 
and mutual service companies are required to file certain 
reports with the Securities and Exchange Commission. 
Furthermore, accounts and records must be kept and pre- 
served in accordance with the rules, regulations, and orders 
of the Commission by registered holding compamos and their 
subsidiaxies, affiliates of registered holding companies or 
subsidiaries of any pubhc utility company, mutual service 
companies and their affiliates, and persons whose business is 
performance of service, sales, or construction contracts for 
public utility or holding companies. 

9. Liabilities for violations — Criminal Labilities are im- 
posed for wilful violation of the Act or any rule, regulation, or 
order of the Commission, and civil and criminal liabilities are 
imposed for false and misleading statements in applications, 
reports, documents, accounts, or records. 


“ See foolnote 4 on page 103 
See footnote 24 on page 49 
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Valuation* of subsidiaries. — Wbat was said in the discus- 
sion of manipulation indicates that a corporation’s financial 
condition may often depend upon the condition o{ its sub- 
sidiaries. A rule, which even the Interstate Commerce 
Commission permits, provides that the value of investments 
m subsidiaries may be stated in the parent company’s balance 
sheet at cost or present market value.®® Perhaps most rail- 
^ roads, industrials, and utihties do not bother to revalue their 
investments from year to year — this practice being confined 
generally to banks and insurance companies — and it becomes 
unpoitant, therefore, for one who is studying a corporate 
report, to give careful attention to the analysis of the invest- 
ments of the parent company in the stock of the subsidiaries 
The valuation may be made (1) by looking up the market 
value of the subsidiaries’ stock, where there is any outstandmg 
and it is dealt in on the exchanges, and (2) by capitahzing the 
average earnings of the subsidiary available for dividends. 

Services rendered to subsidiaries. — A holding company 
which is exempt from the provisions of the Pubhc Utility 
Holding Company Act of 1935 usually renders to its sub- 
sidiaries service relating to problems common to all of them 
Thus, it generally furnishes services in auditing, accounting, 
insurance, actuarial and taxation matters, and counsel in 
executive, rate, operatmg, sales, advertising, publicity, and 
financial matters. The fees leceived by the holding company 
for such services are often determmed as a percentage of the 
gross profits of the operatmg units, or as a lump sum. The 
fees are an operatmg expense of the operating company and 
as such are subject to supervision by State regulating 
commissions. 

As indicated on page 698, holding companies which are 
subject to the Pubhc Utihty Holdmg Company Act of 1935 
must observe the restrictions contained in the Act concerning 
service and construction contracts with associated companies 
and sales to such companies. 

With a few exceptions, only mutual service companies or 
subsidiary service compames may render service to associated 
companies, and these service companies must be so organized 

“ Claaaification of Income, Piofit and Loaa and Gonmal Balance Sheet 
Accounts, issued 1914; special mstruotiona No 6. Undei the unifoim system 
of accounts prescribed by the Securities and Exchange Conumasion for public 
utihty holdi^ compames, mvestments m other compames aie mcluded at cost 
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as to meet the requirements of the Act with respect to rea- 
sonable assurance of efficiency and economical performance 
of service at cost, fau'ly and equitably allocated among the 
serviced compames Federal Advisers, Inc., for example, 
IS the subsidiary service company for the Fedeial Light and 
Traction System, a registered holding company. This serv- 
ice company has twelve departments, which perform the 
following services (1 ) executive and operating; (2) engineering , 
and construction supervision; (3) purchasing, (4) secretarial, 
(6) statistical; (6) accountmg, (7) insurance, (8) rate; (9) 
budget, (10) financial, (11) tax; and (12) commercial. Engi- 
neers Public Service Company, Inc. is a mutual seivice 
company for the_ subsidiaries of Engineers Public Service 
Company, a registered holding company. 

Financing services rendered to subsidiaries. — Since the 
enactment of the Public Utihty Holding Company Act of 
1935, the financing services rendered to subsidiaries consist 
piincipally of advice. Actual financing is done largely 
through the issuance of mortgage bonds and preferred stock 
of the operating compames. To some extent, temporary 
loans are made to subsidiaries out of the earnings of the parent 
company, the latter being reimbursed when the time is propiti- 
ous for the subsidiary to finance permanently. The debt is 
an open account, bearing mterest, which puts the holdmg 
company in the position of an unsecured creditor. These 
open accounts may run for several years. The Securities 
and Exchange Commission and some of the State commissions 
have discouraged the use of open accounts on the ground that 
they enable the holdmg company to take unfair advantage 
of the preferred stockholders. The attitude of the regulating 
bodies IS that the parent company should not make advances 
on open account, but should take common stock of the sub- 
sidiary equivalent to the advances. Then, should the sub- 
sidiary got into financial difficulties, the pai-ent company 
would have no advantage over the preferred stockholders. 

Before the Securities and Exchange Commission was 
created, not only did holding companies render financial 
service to subsidiaries by advances on open account, but they 
also served as agencies through which permanent financing 
of the subsidiary was done. Thus, in some mstances, the 
holding company purchased the securities of operatmg sub- 
sidiaries and arranged for their resale to the pubhc through 
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bankers. A’good deal of capital was raised for subsidiaries 
by sale of the holding company’s own securities to the public. 
The nature of the securities sold by the holdmg company 
varied considerably over a period of years. At one time, 
collateral trust bonds of the holdmg company were the most 
common form of security used to finance subsidiaries if the 
holdmg company was not independently strong enough to 
sell debenture bonds and preferred stock. In the twenties, 
holding companies did a large pait of their financing of sub- 
sid^ies by the issuance of debentures, largely unsecured, 
by the sale of common stock. 

Investment trusts. — ^An mvestment trust is an institution 
'organized for the purpose of mvesting funds^obtamed through 
the sale of ownership interests therein, in stock, bonds, and 
other obligations of various corporations; the trust aims to 
afford investors greater safety of principal and a greater 
return on their investments than would be possible by individ- 
ual mvestment It accomplishes its purpose through dis- 
tribution of risks and a skilful selection of securities. Unlike 
the holdmg company, the mvestment trust does not seek to 
promote, finance, or control the corporations whose securities 
it purchases. 

Investment trusts are a comparatively recent development 
in this country.*'^ In 1920 only some forty such organiza- 
tions were in existence. They increased rapidly in number 
during the following ten years, especially from 1923 to 1929. 
According to a report of the Securities and Exchange Com- 
mission,®* 1,275 investment trusts and investment companies 
of all types existed between 1927 and 1936.*® As a result of 


* Investment trusts oiigmated m England and Scotland dunng the ’70’s 
Some writers point to the Massachusetts Hospital Life Insurance Company, 
mcorporatod m 1818 in Boston, as the earliest example of an investment trust 
While incorporated as an insuiance company, the principal business of this 
oiganization was the solhng of expeit investment service thiough the trust 
device 

“ A study of mvestment trusts and mvestment companies was madh by 
the Securities and Exchange Commission pursuant to Section 30 of the Public 
Utility Holdmg Company Act of 1935 The Commission’s study dealt par- 
ticularly with the years 1927-1936. It lepresents the most thorough treatment 
of the subject that has ever been made and should be referred to by anyone 
mleiested m mvestment trusts 

“The Securities and Exchange Commission’s statistical analysis of the 
sponsois of management mvestment companies proper, “spensor” bemg used 
- to designate the apparent dommant management group, showed the followmg 
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numerous liquidations and reorganizations, only 559 invest- 
ment trusts and companies were known to the Commission 
to be still active at the end of 1936. In the rapid develop- 
ment, the principles of investment that were the basis of 
the older investment trusts were more or less abandoned. 
In the older trusts, for example, diversification of investments 
was assured by limitations placed on the amount that could 
be invested in any one kind of security. Today, while 
many of the investment trusts follow the diversification' 
principles, others limit their investments to securities of a 
speciahzed group, such as banks, public utihties, insurance 
companies, chain stoies, and similar groups. 

Legal formation of investment trusts. — So far as the legal 
formation of investment trusts in this country today is con- 
cerned, only a few. are created as Massachusetts tiusts or 
common law trusts. Most of them aie organized under the 
corporation laws of such States as Delaware, Massachusetts, 
Maryland, and other favorable States. In investment trusts 
of the corporate form, both the organization and the relation- 
ship of the owners to the corporation are the same as in busi- 
ness corporations. 

Types of investment trusts. — In the above paragraph, 
mvestment trusts were classified on the basis of their legal 
form of organization. A classification on the basis of struc- 
ture will give a clearer picture of the types of trusts found 
today in American investment trust practice. Classified in 

to be the situation, in 1935 

"At the end of 1936, brokers, retaileis of securities, investment bankeis, 
stock exchange membeis, etc , weie the sponsois of the largest numbei of closed- 
end management investment compames proper, accountmg for 39 compames 
with assets of $140,000,000, or 9 % of total assets of that type of mvestment 
company. Houses of issue — ^firms whose primary busmess was the ongmation 
of seounties m connection with their pnmary distiibution — ^weie sponsors of 
22 compames with assets of $400,000,000, or 27 % of total assets, individual 
promoters — ^individuals without apparent affiliation with any othei paiticulai 
firm or busmess — ^were sponsois of 31 compames with $428,000,000, or 29 % of 
total assets; banks and trust companies sponsored 12 compames with $78,000,- 
000, 01 5% of total assets; investment counsel sponsoied 2 companies with 
$5,200,000; and other and mixed sponsoiships accounted for 16 companies 
with $81,000,000 of total assets One of the striking changes m the sponsor- 
ship of the closed-end companies witlun the period 1929-1936 was the ultimate 
disappearance because of the enactment of the Bankmg Act of 1933 of bank 
security affihates as sponsors of investment compames, although these affihates 
had as at the end of 1929 sponsored 9 investment companies with total assets of 
$136,000,000 Another siguffioant change was the nse m impoi tance of indi- 
vidual capitahsts and promoters as sponsors." See page 704 for definition of 
“closed-end" companies. 
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this way, two main types of trusts are found; (1) the type 
which operates like a corporation, though it may be organized 
as a corporation or as a Massachusetts or common I6,w trust. 
Such an investment trust sells its stock, bonds, or deben- 
tures to the pubhc, invests m seouiities all or a part of the 
capital derived from investors m the trust, and holds and 
manages the investments subject only to such restrictions as 
^are contained m the charter, by-laws, resolutions of directors, 
*or in the agreements covermg the issues of bonds or deben- 
tures. (2) The type which operates under an agreement of 
trust. Such an investment trust involves thi’ee parties. 

(а) the organizer of the trust, which may be a corporation 
organized for the purpose of creating other trusts in a similar 
manner and selling participations theicin to the public, 

(б) the trustee who holds the propeity, which may be securities 
and/or cash, and who authenticates and delivers the ceitif- 
icates of participation to the creator of the trust, (c) the 
mvestors m the mvestment trust, that is, those who purchase 
the participating certificates. 

For purposes of statistical analysis, the Securities and 
Exchange Commission has classified investment trusts and 
investment companies on the basis of clear distinctions of form 
and method of operation into the following major groups: 

1. Management investment companies. These companies 
have no restrictions or only limited restrictions upon the 
investments which they make. The group comprises com- 
panies which generally diversify their investments widely, as 
well as companies which tend to concentrate their invest- 
ments in special situations. Included in this group are the 
so-called “open-end” companies, whose prmcipal distinguish- 
mg featui’e is the right of the seemity holder to require the 
company to redeem his securities at approximately their 
asset value, and the so-called “closed-end” companies, which 
do not possess this redemption feature. 

2 Fixed and semi-fixed investment trusts. These are 
also known as the ‘ ' unit ” type trust. They offer the investor 
a certificate evidencing a beneficial ownership of an undivided 
mterest in a unit or fixed number of specified securities which 
may only be changed under certain conditions. 

3. Installment investment plans. In installment invest- 
ment plans, certificates are sold to the public under which the 
' purchaser usually makes monthly payments extending over 
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a period of years. These payments, after deduction of fees 
and expenses, are invested in certain underlying securities 
usually dhares of an mvestment trust or company. Thesf 
underlying shai’cs are deposited with a banking institution, 
which holds them for the purchaser’s account. 

4 Face amount installment certificate companies. Face 
amount installment certificates are essentially obhgations 
of the issuing company to pay a fixed sum at a specified 
maturity date and usually require periodic payments by the 
purchaser over a period of ten to fifteen years 

5. Common or commingled trust funds. These organiza- 
tions aie in the nature of personal trusts where the investors 
acquire a beneficial interest in a common fund invested 
chiefly m securities and adminktered by a trustee, usually 
a bank or tiust company. 



Chapter XXXIl 

ILLEGAL COMBINATIONS 

Scope of chapter. — In the foregoing chapters we discussed 
various methods by which corporations may come mto inter- 
corporate relations. We shall now leview 'briefly the subject 
of illegal combinations. There may be a statute permit- 
ting consolidation of one or more companies, but if compli- 
ance with that statute brings about a result not contemplated 
by that statute but expressly intei dieted by another statute, 
then the consolidation will be illegal. The most common ille- 
gal result that taints the organization and existence of the 
combination is, we shall see, the formation of a monopoly. 
Most of the subject matter of this chapter is quite techmeaUy 
legal and some of it deals with problems in economics. We 
shall try to steer cleai of such technical and purely theoreti- 
cal problems, the solutions for which would Hkely be sought 
in books of a nature different from this. But since this book 
deals with methods of business organization and management, 
there must bo included some explanation of the somewhat 
complex and rapidly developing rules limiting the rights of 
corporations to come into mtercorporate relations. 

Classification of illegalities. — ^The illegal results that may 
arise from the formation of intercorporate relations may well 
be classified by reference to the nature of the principles of 
law violated. In the fihst place, there may be a violation 
of some principle of the common law or statute law pertam- 
ing to the powers of corporations. In the second place, there 
may be a violation of the common law of monopolies and 
of contracts in restraint of trade. In the third place, there 
may be a violation of State anti-trust statutes; and in the 
fourth place, a violation of the Federal anti-trust laws. Most 
of this chapter will be confined to violations of the Federal 
statutes. 

Principles of corporation law— the trust. — ^We have seen 
that the various methods of forming intercorporate relations 
included certain forms of association — ^the gentlemen’s agree- 
ment to maintain price or restrict output, the pool, and 
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the trust — ^which did not bring about an absolute fusion of the 
corporate identities or call for a common employment of the 
properties’ of the constituents. The gentlemen’s agreements 
and the pools^ generally violated no common law rules of 
corporations, but the trusts were held to involve certam viola- 
tions. The trust, it will be recalled, was an mtercorporate 
relation brought about by setting up a voting trust, under 
which the stockholders of competmg companies turned over 
to a group of trustees the title to their stock, and with it the 
right to elect the directors of the several companies — direc- 
tors who would act in harmony. The effect of this arrange- 
ment is practically to put control of the several companies 
into the hands of the trustees. The courts have held this 
result to be a violation of the following prmciples of the com- 
mon law of corporatigns .* 

1. Corporations cannot form partnerships. 

2. Corporations cannot delegate their authority. 

3. Corporations cannot consohdate without the consent of, 
and except in the manner prescribed by, the State. 

Attention should here be called to the fact that thesg rules 
just enumerated and about to be considered have nothing to 
do with monopolies. They are, in fact, violated by a trust 
though no attempt is made to monopolize and though no 
approach is made to a monopoly. 

Trusts as partnerships. — Corporations may not form part- 
nerships, since the partnership relation “interferes with the 
management of the affairs of a corporation by its own oflEicers, 
impairs the authority of the stockholders, involves the 
corporation in outside enterprises, and is opposed to pubhe 
policy.”® 

1 The reader should not got the idea from the .text that gentlemen’s agree- 
ments and pools, the intent of which was to monopohso or to restiain trade, 
weie not illegal However, they did not necessarily violate what is here 
termed the common law of ooipoiations, that is, the law prescribing the powers 
and methods of conducting ooiporations These foime of association did, m 
many oases, violate the common law rules of monopolies and contracts m 
restraint of trade, as we shall see piosently. 

* The law of ooiporations was very briefly exainmed m connection with 
consolidation, sale of assets, and othei forms of intorooiporate relations. 
The discussion m the text, from this pomt on, practically shows that “trusts” 
as therem described are illegal The woid “trust” is used to describe the 
employment of the voting trust device by several corporations using the 
same group of voting trustees. 

• W. C. Noyes, “Intercorporate Relations," Seo. 314, and see oases there 
oited. 
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A trust, AS above described, has practically all the elements 
of partnership relations. The Supreme Court of Tennessee 
characterized the trust agreement in the cotton seed oil trust 
in the following language: “The contract is, both techni- 
cally and in its essential character, a partnership in so far 
as it is possible for corporations to form such an association.” 

Corporations cannot delegate authority. — In considering 
these trusts the courts have looked upon the stockholders as 
bemg and constitutmg the coiporation, and then have fallen 
back on the well-known rule that a corporation cannot dele- 
gate its authority. This rule against delegating authority is 
based upon the fundamental principle that authority and 
privileges granted by the State cannot be redelegated by the 
recipient. 

Irregular consolidation. — If corporations were permitted 
to consolidate without obtaining the consent of the State, it 
would be within the bounds of possibility for corporations to 
combine and become more powerful than the State itself. 
The right to combine, therefore, is a right to be conferred 
by th^ State, and like all other rights granted by sovereign 
power, it must be exercised exactly in the form which the 
sovereign prescribes. The logic that denounces the trust 
form of intercorporate orgamzation may be arranged in 
syllogistic form as follows: 

AH forms of consolidation except those prescribed by the 
State are illegal. 

The trust is a form of consolidation not prescribed by the 
State and therefore the trust is illegal. 

That the tEiinor premise is true — that the trust is indeed a 
form of consolidation — is evident if one will but consider 
how truly the trustees become in effect a permanent board of 
trustees of a consolidated company, and how like administra- 
tive puppets the nominal directors of the several compames 
may become. 

Corporate combinations as monopolies. — ^Attempts to 
monopolize trade date back into ancient history,^ and 

* “Thales, who was a meteorologist, was given about as much consideration 
m his tune as the philosopher of today But even a moteoiologist is human 
The superciliousness of his smug and successful townsmen finally got under 
his cuticle. So he determined to sluft the laughter and to piovo that tho 
making of money was a simple thmg Then he did what the monopolist has 
been doing since man was cieated He decided to control one of the neces- 
sities of Me. Ohves were of prime importance m that country. Thales, 
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medieval legal and economic histories recount many attempts 
at monopoly in England and elsewhere in the fifteenth cen- 
tury.® It> would not be profitable for us to trace this history 
at length. Suffice it to say that the word “monopoly” 
originally was a technical legal term applied to monopolies 
created by the sovereign, granting to persons privileges they 
did not theretofore have and subtractmg from others privileges 
which they theretofore had had. ® Since this techmcal monop- 
oly does not any longer exist, we may dismiss it and pass 
to the economic monopolies. 

We may start out, then, with the proposition that economic 
monopolies are illegal, and that any combination of corpora- 
tions, however organized, will be voidable if the result is 
an economic monopoly. 

What are economic monopolies? — But the question is, 
what are economic monopolies? The courts have been 
struggling for centuries with just that question. We know 

through hi3 kno'wrledge of meleoiology, determined that the next olive crop 
would be extraoidinary With his savings he seeietly leased one by one the 
ohve presses until ho controlled all of them. Then he waited 

“The harvest season approached. The branches were laden with ohves 
Suddenly the entire eommumty discovered that it wanted oil presses imme- 
diately. The wiseaoies awoke to find the foohsh Thales in control Of 
oouise, they said among themselves that he would rent them at the usual 
price. Imagine their iriitation and ohagnn when they found that Thales 
exacted the last penny that the traffic m olive presses would bear 

“The device of Thales, accoiding to his biographei, Aristotle, consisted in 
procuring for himself a monopoly, which, being interpreted, means ‘to sell 
alone,’ or the exclusive control over a commodity 

"Having demonstrated how foolish and easy it was to turn such a com- 
mercial tuck, Thales returned to his own job, that of helpmg the world m 
some of its real problems. 

“Strange it is that m spite of the fact that the laws of Moses, the Talmud, 
and the statutes of many nations have outlawed monopoly, man still is stupid 
enough to stnve for this bauble It has always been the courtesan in com- 
mercial life Like the mistletoe clmgmg to the oak, so it is in the Lfe of nations, 
a parasite with aU the alluiements that the sophmt can throw around it, yet 
slowly crushmg^ that to which it chngp.” From speech dehvered by Hon. 
Houston Thompson, Federal Trade Commissioner, at the Second Han-Ameiioan 
Financial Congress, Washmgton, D. C , January 22, 1920. 

‘See W J Ashley, “Engh^ Economic History"; H. Levy, “Monopoly 
and Competition”; W. H Pnee, “The Enghsh Patents of Monopoly”; W. C 
Noyes, “Ipteicorpoiate Hclations,” Chapteis XXXIII-XXXVII, Standard 
Oil Case (Standard Oil Co of New Jersey v TJ S , (1911) 221 TJ 8. 1). 

‘ These monopohea are famous to readers of history, who wiU recall the 
patents of monopoly granted to the East India Company and the Hudson 
Bay Co We have no such techmcal monopolies today, except perhaps the 
public utihty monopolies granted by Pubhe Seivice Commissions On the 
history of this subject see W H. Pnee, “The English Patents of Monopoly.” 
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that back in* the fifteenth century certain forma of what were 
considered unecononaic practices that were prevalent enough 
to attract public attention were interdicted.'^ ' 

From that era forward, decisions are found from time 
to time which frown upon attempts to control the market of 
useful commodities. These decisions gradually became more 
abundant, and during the third quarter of the nineteenth 
century they became prolific. Since 1890 the number of 
monopoly cases tried under the common law has dechned ; com- 
plaints, instead of being based on the common law, are now 
raised under the anti-trust statutes. While it would seem 
that the existence of the statutes makes a consideration of the 
common law of monopolies a work of supererogation, it so 
happens that an understanding of the statute depends on an 
understandmg of the common law, anjd we must therefore 
answer the question; what did the common law consider an 
economic monopoly? 

A lengthy exposition of this subject would be out of place 
here. We shall content ourselves with quoting answers to 
our question given by two eminent authorities, and suggest 
that further study, if desired, may be pursued in the sources 
from which these quotations are taken. The late Chief 
Justice Taft, who, it will be recalled, was a judge in the United 
States Circuit Court of Appeals, President of the United 
States, and then Kent Professor of Law in Yale University, 
said, in a book on this topic,® after reviewing the subject 
historically 

Therefore, we find that the 'itato of the common law when Congress 
passed the anti-trust statute was that contracts in rcstramt of trade, in so 
tar as they restrained a party to the contract, were void, unless they weie 
reasonable in the sense that they were merely ancillary to a main contract 
which was lawful m its purpose, and were reasonably adapted and limited 
to that purpose, and that aU. contracts of combinations m which the con- 


'Some misapprehension exists as to the true nature of “forestalhng,” 
"regiating,” and "engiossing.” W C Noyes has shown that those anciently 
mterdioted praotices are now perfectly legal See ' 'Intercorporate Relations,” 
Sec 368. The decisions and statutes bearing on these praotices merely show 
that the soveieign has the right to pi event the control of the market for the 
necessaries of life 

« “The Anil-Trust Act and the Supremo Couit,” (1014), pages 20-21. And 
the late Chief Justice Taft added, to anticipate a subject to bo considered later, 
“Our anti-trust statute, however, now makes such lestraints, which were thus 
only void and unenforceable at common law, positively, and affirmatively 
illegal, actionable, and mdiotable.” 
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tracting parties agreed to combine to restrain the trade of a thud paity 
or affect it injuriously were void at common law, without exception, and 
there were no reasonable contracts or combinations in restraint of trade of 
that kind. 

Judge Noyes, United States Circuit Judge, whose author- 
ship in his opinions, as well as in his book, reflects a great 
legal mind, in “Intercorporate Relations,” a work of deep 
research and characteristic keenness, summarizes the rules of 
common law from the host of legal opinions as follows: 

(1) Any combination of corporations or individuals the object of which 
is, or the necessaiy or natural consequence of the operations of which will 
be, the control of the market for a useful commodity, is against public 
policy and unlawful 

(2) Any combination of quasi-pubho corporations the object of which is, 
or the necessary or natural consequence of the opeiatioii of which will be, 
the increase of ohaiges beyond reasonable rates, or the curtailment of facili- 
ties afforded the pubhc, is agamst public pohcy and unlawful. 

In defining “control of the market” as employed in the 
above rules, Judge Noyes says: 

The phrase “control of the market” . . . means the control of the 
disposition of a given product in a given market It involves, primarily, 
the suppression of competition and, as moidental thereto. 

(1) The control of production, 

(2) The regulation of prices 

It is not essential, however, to the control of the market, within the 
lule, that it should be complete. Practical control is sufficient; and this 
does not imply an absolute elimmation of competition On the other hand, ' 
a mere restriction of competition does not give contiol of the market and 
IS not unlawful . . Just where the line is to be drawn between a lawful 
and unlawful restriction of competition — ^just what lestrxition is piaotioal 
suppression — ^must depend largely upon the facts and circumstances of each 
case. As said in Hoffman v. Brooks, a case not officially reported, “ Those 
engaged in any trade or busmess may, to such limited extent as may be 
fairly necessary to protect their mterests, enter into agreements which will 
result m diminishing competition and increasmg prices Just the extent to 
which this may be done the courts have been careful not to define, just as 
they have refused to set monuments along the hne between iairness and 
fraud.*" 

To which we may add the well-knowu legal expression, “for 
fear some people would try to hew so close to the hne that 
some of the cMps will fly over.” 


® It would have been better had the court omitted these thiee words, “and 
increasing prices ” > 

*" W. 0. Noyes, “Intercorporate Eelations,” Secs. 362 and 356 
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State legislation against trusts. — It would seem that the 
common law had settled the question that monopolizing com- 
binations of corporations are illegal, and that statutes would 
therefore be superfluous. Several reasons account for the 
statutes, State and Federal. In the first place, the popular 
feeling against so-caUed trusts, that is, monopolies, became so 
heated that political parties were compelled to do something 
about them in their pre-election promises, and the statutes 
served to redeem these promises. In the second place, the 
statutes actually did “put teeth" into the common law by 
turning a statement of illegality into a declaration of intention 
to forbid; the statutes were also mtended as the basis for 
criminal prosecution. As the late Mr. Taft put it, under the 
common law, “when one party to such a contract sought to 
enforce it against another, the court left both where it found 
them and gave no aid to either. Our anti-trust statute, 
however, now makes such restraints, which were thus only 
void and unenforceable at common law, positively and aflirma- 
tively illegal, actionable and indictable. 

The States first passed anti-trust acts, thirteen States 
having such laws before the Federal act went into effect, and 
at least fourteen States and territories having constitutional 
provisions against trusts and monopolies before that time. 
Altogether, forty States have had such laws, most of which, 
though amended from time to tune “to put more teeth" in 
them, are still on the statute books. 

The State statutes vary somewhat in the severity of their 
treatment of trusts. Some, like Texas and Missouri, are 
very severe. New Jersey had no trust laws till 1913, when, 
under the administration of Governor Woodrow Wilson, the 
famou? “Seven Sisters” statutes were enacted. These have 
been repealed. 

The sharpening of competitive practices during the depres- 
sion and the rapid increase m the growth of price-cutting 
outlets — “super-markets" and “cut-rate stores" — led to a 
revival in the thirties of State legislation dealing with resale 
price maintenance and unfair discriminations. 

The first State law permitting resale price maintenance 
was pas sed in California in 1931. Today resale price mainte- 

11 “The AaU-Trusl Act and tlie Supreme Court,” page 21 

“ Seager and Gulick, "Trust and Corporation ProblomsJ' (1929) pages 341 
d, seq 

” See ^6^d , Chapter XVII, for a generalization of the nature of State anti- 
trust legislation. 
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nance laws are found in nearly all of the States. Generally 
speaking, they legalize contracts which provide for the 
maintcnahce by the ‘buyers of certain stipulated minimuir 
pi ices in the case of trade-marked or branded goods Third 
parties with notice are bound by the terms of such contracts 
regardless of whether they are parties to them. Contracts 
between manufacturers, wholesalers, and retailers (so-called 
horizontal contracts) are uniformly excluded from the opera- 
tion of such statutes. The Tydings-Miller amendment to 
the Sherman Act makes the resale price maintenance contracts 
effective in interstate commerce. See page 714 

Another group of State laws which were placed upon the 
statute books during the thirties is that prohibitmg price 
discrimination and sales below cost. These acts are fre- 
quently referred to as unfair practice acts and fair or unfair 
sales acts. 

The Sherman Anti-Trust Act. — ^The Federal anti-trust act, 
entitled “An act to protect trade and commerce against 
unlawful restraints and monopolies," was approved July 2, 
1890. The statute in its original form contams only 718 
words It may be divided into three parts, of which the first 
describes the acts prohibited and gives the penalties (Secs 
1, 2, and 3). Sections 1 and 3 say in effect. “Every contract, 
combination in the form of trust or otherwise, or conspiracy, 
in restraint of trade or commerce” — over which Congress has 
power of control, that is, interstate commerce, so-called, 
including foreign commerce, commerce in and with the terri- 
tories and the District of Columbia — “is hereby declared to 
be illegal. Every person who shall make any such contract, or 
engage m any such combination or conspiracy, shall be deemed 
guilty of a misdemeanor, and, on conviction thereof, shall be 
punished by fine not exceeding five thousand dollars, or by 
imprisonment not exceeding one year, or by both said punish- 
ments, in the discretion of the court.” See page 714 for 
amendment of Section 1. 

Section 2 reads: “Every person who shall monopohze, 
or attempt to monopolize, or combine or conspire with any 
other person or persons, to monopohze any part of the trade 

See Prentioe-Hftll Tiade and Industry Service for list of States having 
such laws, as well as the texts of the laws See also Law and Contemporary 
Problem, Vol I^i No 3, June, 1937, oontammg a eymposium on “Pnoo 
Disonmmation and Pnoe Cutting " 
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or commerce among the several States, or with foreign nations, 
shah, be deemed guilty of a misdemeanor, and, on conviction 
thereof, shall be punished” by punishments providfed in sec- 
tions 1 and 3. 

The second part of the act includes sections 4, 5, 6, and 7, 
which relate to procedure and remedies — ^matters of interest 
chiefly to lawyeia. The government is given the right to 
restrain violations of the act, and permits persons injured to 
bring action under the act foi three-fold damages 

The third pait of the act, section 8, states a rule of con- 
struction, merely providmg that the word “person” or “per- 
sons” shall include corporations and associations. 

Amendments to the Sherman Act. — The review of other 
anti-trust legislation beginning on page 719 shows that the 
Sherman Act has been amended, in effect, by the passage of 
other legislation. 

In 1937, Section 1 of the Sherman Act was amended by the 
passage of the Tydings-Miller bill This amendment legdizes 
lesale price maintenance contracts for branded or trade- 
marked goods sold in interstate commerce and resold within 
the jurisdiction of any State where such contracts have been 
legalized with respect to intrastate sales.“** Contracts 
between manufacturers, producers, wholesalers, brokers, 
factors, and letailers are not included. The benefits of the 
amendment are restricted to goods produced and sold under 
other than monopolistic conditions. 

Interpretation of Sherman Act. — No piece of economic 
legislation has had a more interesting history than the so-called 
Sherman Anti-Trust Act — a bill named after the same Senator, 
John Sherman, who sponsored the bill for the purchase of 
silver. Senator George Frisbie Hoar, in his “Autobiography 
of Seventy Years” (Vol. II, page 22), says of Senator Sher- 
man and the anti-trust biU, “I doubt very much whether he 
ever read it. If he did, I do not think he ever understood it. 
It was totally reconstructed m the Judiciary Committee.” 
If the bill was conceived in indecision and misunderstanding, 
it certainly was interpreted with uncertainty and doubt. 

, The Supreme Court of the United States has rendered close 
decisions, the Northern Securities Company being held illegal 
by a vote of 5 to 4, and the United States Steel Corporation 


See page 712 
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■* 

being held legal by a vote of 4 to 3 (two judges in this latter 
case not voting, though probably agreeing with the minority). 

We cannot give an account of every case that has been 
decided under the law. The best we can do is to indicate very 
briefly a few of the impoitant cases and the progress they have 
marked in the interpretation of the law 

The first case before the Supreme Court was the Sugar 
case, in which the court decided that the combination was one , 
of manufacturers and that the government did not show that 
the combination was going to affect interstate commerce 
Any act that Congress could pass, therefore, would not affect 
such a combination, for Congress has power to regulate inter- 
state commerce only.^^ 

Then came the Debs caae,“ in which the court had pointed 
out to it by astute railroad lawyers the far-reaching meaning 
of the law, which could be mterpre'ted to include in its pi;^hibi- 
tion a combination of railroad employees to prevent railroad 
eompames in interstate commerce from operatmg then roads 
till certain demands had been met. 

Two cases involving combmations of railroads^'’ then came 
up before om* final tribunal for decision. Though both asso- 
ciations were held illegal, the court in its prevailmg opinion 
* 

** U S V E. C Knight, (1895) 166 U S I Undoubtedly this ease was 
lost by the government because it was impropeily pioparod Had the facts 
been brought out properly, the decision might have been olheiwiee See Taft, 
“The Anti-Tiust Act and the Supiome Court,” page 59 See also B Wyman, 
“The Control of the Market " 

It IS mteiesting to note that the dissenting opinion of Justice Hailan later 
became the law of the couit (See Ex-Attoiney General Gooige W Wickei- 
sham’s lecture on the Sherman Anti-Tiust Law, given bofoie the New Yoik Bar 
Association, March 15, 1916, contamed m “Some Legal Phases of Corpoiate 
Financing, Reorganisation and Regulation,” 1917 edition, page 242 ) And 
it IS still more mterestmg to note that when tho Supremo Couit in the Standard 
Oil case adopted the piinciples of Justice Harlan’s dissenting opmion m the 
Sugar case. Justice Harlan criticised the majority of his colleagues and said 
that their opmion amounted to “judicial legislation ” Small wonder, then, 
that the average man in the street sometimes wondeis what it is all about 
The reader who is mterested m following the exact cuiient of aigument will 
find a Very understandable exposition m Wilham Howard Taft’s httle book, 
“The ^ti-Trust Act and the Supreme Court ” (This book is a leprmt of a 
senes of articles appearing in the New York Sunday Times, issues of May and 
June, 1914.) < 

« In re Debs (1894) 64 Fed. Rep 724, (1895) 158 U S 564 
U S. V. Tians Missouri Freight Assn , (1897) 166 U S 290; U S v 
Joint Tiaffio Assn , (1898) 171 TJ S 506 These cases involved a number of 
raihoads which hsjl entered the associations for the puipose of fijing rates 
Both associations were held illegal 
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used language that subsequently threw much doubt on the 
meaning of the law. The troublesome sentence 'v^as one by 
Justice Peckham in the Joint Traffic Association case. “By 
the simple use of the term 'contract in restraint of trade,' ” 
said Justice Peckham, “all contracts of that nature, whether 
vahd at common law or otherwise, would be included, and not 
alone that kind of contract which was invalid, or unenforceable 
as bemg unreasonable restramt of trade.” It may be said 
immediately that this sentence does not now represent the 
law. 

The next case^'^ is interesting because it is the first case of a 
combination of industrials held illegal by the Supreme Court. 
A number of pipe manufacturmg compaipes in the middle- 
west entered an arrangement whereby the person offering the 
largest bonus to the association would get the privilege of sub- 
mitting the lowest bid on calls for iron-pipe. These calls 
usually came from mumeipalities that wished the pipe for 
water, gas, or sewers. The successful bid was insured to the 
manufacturer offering the lai’gest bonus to be divided amongst 
the other manufacturers, since the latter knew the price and 
submitted higher bids. The case was an open-and-shut viola- 
tion of the anti-trust statute and the Supreme Court unani- 
mously so held 

In 1904 came the Northern Securities case,^® which 
involved the question of the legality of the holding company 
of that name formed in the State of New Jersey to take 
from Messrs. Hill and Harriman their controlling holdings 
of the stock of the Great Northern and Northern Pacific Rail- 
roads. This case decided that the form of a transaction is 
not to be considered; the effect is the matter for inquiry. It 
may be proper within the rules of corporation law for one 
corporation ito hold the stock of other corporations, but if the 
effect of this holding is to restrain trade, then the holding, by 
virtue of the anti-trust statute, is invalid. 

We come now to what is generally considered the final 
step^’ in the authoritative construction and application of the 
law. The Supreme Court in the Standard Oil case and 
the Tobacco case held that to each set of facts submitted to 

» Addyatone Pipe Co. v. U S (1890) 175 U S 211 

“ Northern SeounUes Company v U 8 , (1904) 193 U S 197. 

M Standard Oil Co v tJ S (1911) 221 U. S 1, and *17. S, v. Amenoan 
Tobacco Co. (1911) 221 U S 106. 



ILLEGAL COMBINATIONS 717 

the court in a “trust-busting” case, the court must apply the 
“rule of reason” — it must examine the facts and see if con- 
tiacts and combinations exist which “by reason of intent or 
the inhcient nature of the contemplated acts prejudice the 
public interests by unduly restricting competition or unduly 
restricting the course of trade.”*® 

Subsequent to the Standard Oil and Tobacco cases, a num- 
ber of trusts came before the United States Supreme Court. 

»» Nash V U S (1913) 229 U S 373, 376 
Stiiudaid Sanitary M<uiufactuiing Co v U S , (1912) 226 TJ S 20 (The 
Bath-lub case, ni which the rights of monopoly obtained by a patent foi an 
invention weic held not to be a butlicicnt excuse foi forming a gcneial monopoly 
to contiol a whole tiade) U S v Union Pacihc Raihoad, (1912) 226 tl S 
61, which disiiiplod the Southein Pacific-Union Pacific combination U S 
V Reading Company, (1912) 226 U S 324 This case and the bath-tub case 
tuiii Uigely on the subject of intent Wliore monopoly is complete, good 
intentions aie of no avail, and moieover it is no defense that the constituents 
did not intend a monopoly, but where the monopoly is mcomploto, the intent 
18 an mipoitant element U S v Patten, (1912) 226 U S .625, holding a 
eoinei m cotton to be withm the piohibition of the statute U S v Wmslow, 
(1912) 227 U S 202, m whieh it was held that thioe non-conipeting eoiicerns 
will not violate the statute if they oorahme — meie bigness is not a test of illegal- 
ity Nash V U S , (1012) 220 U S 373, and U S v Paeifie and Aictie Ry 
and Navigation Co , (1912) 228 U S 87, weic two oununul cases that resulted 
m eonvietions Stiauss v Publishing Co , (1913) 231 U S 222, which held 
illegal an association of pubhsheis who agici'd not to sell to letaileis who did 
not rn«mt.un the sLiptiliitod lotail price of copyiightcd books 

Latei cases deal not only with the Sheiman Act, hut with the Clayton 
Act and the Fi'deial Trade Commission laws Tn U v Keystone Watch 
Case Co , (1015) 218 Fed 502, the eouit did not find sulheioiil eviclcnoe that the 
public mteu’Ht leijuiii'd i(, to wamint breaking up the exislmg coipoiale entity 
The court leiteiated that a business w not unlawful meiely licouuse of its sise, 
but IS unlawful as an utueasoiinble restiamt if the giowlli has been accomplished 
by fiaudulent, unfair, oi oppiessive methods against competitors oi by arbi- 
trarily fixing 01 maintaining prices, by limiting pioductioii, or othciwise, oi by 
aibitiaiily leducmg the wages of woikmcn oi the paces of inw iiialciialB. 

In tj S V Ameiican Can Co , (1916) 230 Fed 859, the district couit held 
that the dissolution of the company would soivo no public intciost, and the 
organization was loft undistuibed The suit was allowed to stand open until 
futuie events and actions should wairant a definite decision 

In U S V United Shoe Maohmeiy Co , (1918) 247 U S 32, the court 
uphold a company that had obtained contiol of the inanuf.aotuie of 90 3 pei cent 
of the total volume of shoe macluneiy Tins was one of the fast oases in which 
the couit lecognized the advantages of laige scalo pioduelion, mtegiation, and 
meigeis 

In TJ S V Ameiiean Linseed Oil Co , (1922) 262 U S 371, a combination 
of huge competing manufacturei s and distiibutois of Imscud oil , cocoa, and nieal, 
by means of a subsciiiition to a so-eallcd evchaugc, conducted by a so-called 
bureau, wlieieby each subscriber was icquired (o leveal intimate details of its 
alTaiis, fuimsh a schedule of paces and adheie tlicioto, us well as comply with 
other reqiniernents, was hold to bo unlawfid under the Sherman Act 

Eastman Kodak Co v, Southein Photo Materials Co , (1927) 273 U. 8, 
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In 1914 the late Professor Wilham Howard Taft summed up 
the teachings of these decisions as follows: 

It IS possible foi the owners of a business of manufacturing and selling 
useful articles of merchandise so to conduct their business as not to violate 
the inhibitions of the anti-trust law and yet to secure to themselves the 
benefit of the economies of management and of production due to the con- 
centration under one control of laige capital and many plants. 

If they use no other inducement than the constant low piice of their 
, product and its good quality to attract custom, and their business is a 
piofitable one, they violate no law 

But if they attempt, by a use of their preponderating capital and by a 
sale of their goods tempoiaiily at unduly low puces, to diive out of business 
theii' competitora, or if they attempt, by pnco-oontrollmg contracts with 
their pations and thieats of non-dealing eveept upon such contracts, or by 
other methods of a similai character, to use the laigejiess of their resources 
and the extent of their output compared with the country’s total output as a 
means of compelhng custom and fnghtcmng off competition, then they 
disclose a puipose to restrain tiade and to establish a monopoly and violate 
the act.*® 

Recent cases. — The Supreme Court was not active in 
handing down trust decisions during the war. Too much 
danger lurked in the disturbance of any industry controlled 
by such cofporations as the United States Steel Corporation 

to warrant an attempt at readjustments. 

» 

369 was an action fur damages for injuiies caused by violation of the Sherman 
Anti-Trust Act, brought against the Eastman Kodak Co for refusal to sell to 
the Southern Photo Matcnals Co at dealers’ discounts The Kodak Co was 
held liable 

In Paramount Famous Laaky Co v U S , (1930) 61 Sup Ct 42, the couit 
held that the ngieerneut between motion picture diatiibutois and produceis 
who were competitpis in interstate business and controlled 60 poi cent of the 
entire volume of busmess, to refuse to contract for a disploy of their pictures 
by exhibitors except on a standard foim which provided for compulsoiy arbitra- 
tion, was a violation of the Sherman Act, its manifest purpose bemg to limit 
the freedom of trade 

In Appalachian Coals v U, S., (1933) 288 U S 344, 53 S Ct 471, the 
couit, upholdmg the vahdity of an exclusive selhng agency for the marketmg of 
coal, held that a coopeiative enteiprise, otherwise free from objection, which 
oaiiies with it no monopolistic menace, is not to be condemned as an undue 
lestlamt meiely because it may effect a change m market conditions, where 
the change would be m mitigation of recogmzed evils and would not impair, but 
rather fostei , fan competitive opportumties 

In Interstate Ciicuit, Inc et al v Hobhtzelle, (|1939) — U. S, — , 
59 S Ct 467, the court held that an agreement between owners of a chain of 
theatres and motion picture distributors resultmg in the imposition of uniform 
lestnotive requiremmts upon the pnoe to be ohaiged and the policies to be 
followed by the particular class of exhibitois is an unreasonable restraint upon 
interstate commerce withm the prohibition of the Sherman ilmti-Trust Law 

« W. H Taft,' “The Anti-Trust Act and the Supreme Couit,’’ pages 126-7, 
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When it did renew its consideration of cases* pending, its 
decisions showed an extension of the “rule of reason” quoted 
in the preVious section, and an interpretation of the anti-tiust 
statutes which does not discourage organizations of magnitude 
so long as they do not use their powers oppressively.®* 

Under recent decisions it would seem that in order to 
prove that the anti-trust laws have been violated, it must 
bo shown: (1) that by limiting production, the combination ^ 
has power to manipulate prices so that they arc held above the 
level which would prevail if supply and demand were taking 
theif natm’al course, and (2) that a corporation dominant in a 
particular field has followed business policies that showed an 
mtent to monopohze The recent decisions also show -that 
the court has abandoned its early interpretation of free 
competition under the Sherman law. It now indorses inte- 
gration and the elimination of competitive waste through 
combination into laige business units. 

Other anti-trust legislation. — In the following paragraphs 
we shall biiefly review legislation enacted subsequent to the 
Sherman Act, relating to business combinations and trade 
practices. 

Acts supplementing the Sherman anti-trust laws. — ^In 
1903 an act was fiassed for expediting proceedings under the 
Sherman Act, and in 1904 witnesses were made immune from 
prosecut.ioii. In 1913 the Panama Canal Act prohibited the 
ownership of a competing water lino by a railroad unless the 
Interstate Commerce Commission believed the ownership 
aided commerce or was convenient to the public. In 1913 
an Act was passed which provides that in taking the deposi- 
tions of witnesses for use in equity suits by the United States 
under the Sherman Act, and in the hearings before exammers 
or special masters appointed to take testimony, the proceed- 
mgs shall be open to the pubhe. 

The Clayton Act. — The Clayton Act was passed in 1914 to 
coriccb those abuses which had escaped under the Sherman 

Seo “Morgeis and the Law,” National Industrial Confeienoe Board, for a 
Toviow of wnportant casos decided undoi tho anLi-trust laws See also ilnd , 
pages 84 cl mq , for a suminaiy of Itc piosonl status of the law concerning inorg- 
ors See also Heager and Guliok, “Tmst and Corporation Piobloms,” Chapter 
XXI, and Toulrain, "Tiade Agicemcnts and the Anti-Tiust Laws ” Seo U S 
V. U S Steel, (1920) 251 U S 417, 40 S. Ct 203, and U. S v International 
Harvester Co., (1«);27) 274 U. S 098, (1014) 214 Fed 987, (1926) 10 F. (2d) 827, 
for examples of largo consohdationti which woic upheld. 
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Act. The following acts are declared unlawful by the Clayton 
Act where the effect is to lessen competition substantially, or 
where they tend to create a monopoly. (1) discrhmhations in 
prices between different purchasers of commodities; (2) 
leases and sales on condition that the lessee or pui chaser shall 
not use or deal in the commodities of a competitor of the lessor 
or seller; (3) acquisitions of stock of other corporations. 
Interlocking directorates in large banking corporations and 
interlocking directorates or communities of interest between 
laikoads and large supply companies are prohibited. Labor 
organizations and agricultural associations are excepted from 
the provisions of the law. 

Amendment of Clayton Act by Robinson-Patman Act. — 
The Robmson-Patman Anti-Price Discrimination Act, passed 
in 1936, amends the Clayton Act to prohibit the specific abuses 
concerning price disci immation which grew up under the 
Clayton Act The statute outlaws certain price discrimina- 
tory practices in the sale and resale of commodities in the 
United States, including false brokerage, pseudo-adveitismg, 
and other discriminating service allowances which were found 
unfairly to favor the laige buyer as against the small and inde- 
pendent business man. It is unlawful under the Act for a 
buyer engaged in interstate commerce knowingly to induce or 
receive a discrimination in price which is prohibited by the 
Act. The Act permits allowances for differences in the cost 
of manufacture, sale, or delivery resulting from differing 
measures or quantities in which the commodities are sold or 
dehvered to the purchasers, but allows the Federal Trade 
Commission td fix quantity limits beyond which no discount 
will be allowed. 

Federal Trade Commission Act. — The Federal Trade Com- 
mission Act, passed m 1914, prohibits unfair methods of 
competition. The provisions of the Act have been invoked 
by thousands of business men who seek the aid of the Federal 
Trade Commission, which was created by the Act, in investi- 
gating illegal acts in competition and in getting an order 
compelling unscrupulous competitors to desist from using 
unfair methods of competition.®^ 


For procedure under Federal Trade Commission Aot, see R S Harvey 
and E W. Bradford, “The Manual of the Federal Trade Commission ” Sec 
.also page 804, post , “Dissolution under anti-tiust law proceedings ” 
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Tho Wheeler-Lea amendment of the Act, passed in 1938, 
strengthens the existing legislation against unfair practices 
by providing that orders of tho Commission automatically 
become final unless appealed from within sixty days, and by 
imposing penalties for violations of the Federal Trade Com- 
mission orders. The amendment also adds special provisions 
for the prevention of the dissemination of false advertising 
concerning foods, drugs, devices (meaning devices for use in ^ 
the diagnosis, prevention, or treatment of disease), and ' 
cosmetics Criminal penalties are imposed for the publication 
of a false advertisement where the use of a commodity adver- 
tised may be injurious to health or where it is published with 
intent to defraud or mislead 

Act protecting’ trade and commerce against violence. — 
The Act of June 18, 1^34, seeks to protect trade and commerce 
against interference by violence, threats, coercion, or intimida- 
tion Certain acts are declared to constitute a felony, punish- 
able by imprisonment from one to ten years or by fine of 
$10,000, or both 

Anti-trust legislation applicable to special industries. — 
The following is a brief review of anti-trust legislation that 
is applicable to special industries. 

The Packers & Stockyard Act of 1921 gives the Secretary 
of Agriculture, instead of the Federal Trade Commission, 
jurisdiction over the packers in enforcing the Clayton Act 
and the Federal Trade Commission Act Stockyards aic 
made subject to regulation by the Secretary of Agriculture 
in much the same way that railroads are subject to regulation 
by the Interstate Commerce Commission. This act does 
not m any way relieve this class of business from the pro- 
visions of the anti-tiust laws. 

The Peiishable Agricultural Commodities Act was passed 
in 1930 to suppress unfair and fraudulent practices in the 
marketing of perishable agiicultural commodities in inter- 
state and foreign commeice. 

Tho Communications Act of 1934, which provides for the 
regulation of interstate and foreign communications by 
wire or radio, provides that all anti-trust laws shall be applica- 
ble to tho manufacture and sale of and trade m ladio apparatus 
and devices entering into radio communication. 

Certain provisions of the Interstate Commerce Act make 
it unlawful for common carriers subject to the Act to make*' 
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agreements or combinations for the pooling of freights or 
division of earnings of competing raihoads, except upon 
approval of the Interstate Commcice Commission/ Limita- 
tions are also placed upon the light of raihoads to own, control, 
operate, or have any mtciest m competing common carneis 
by water Interlocking directors and oflScers are also for- 
bidden except on authorization of the Commission. For right 
of carriers to combine, see page 723. 

The amendments to the Federal Reserve Act permit the 
formation of corporations to engage in international oi foreign 
banking, but prohibit such corporations from engaging in 
commerce or trade in commodities except as provided by the 
Act, and restrain them from directly or indirectly controlling 
or fixing or attemptmg to control or fix Ihe price of such 
commodities 

In 1894 the Wilson Taiiff Act contained a clause similar 
to the Sherman Act, but somewhat broader in its scope, and 
with special reference to the import trade. This act was 
amended in 1913. The Revenue Act of 1916 and the Tariff 
Act of 1930 also contain ceitain provisions dealing with 
unfair competition as regards import trade 

The Federal Alcohol Administration Act, approved 1936, 
provides among other things for the elimination of improper 
practices in the liquor industry. 

The Bituminous Coal Conservation Act of 1935, which 
seeks stabilization of the soft-coal industiy, contains certain 
provisions dealing with price fixing and unfair methods of 
competition. 

Acts excepting special groups from operation of anti-trust 
laws. — Several statutes have been passed which in effect 
reheve to some extent the foliowmg groups of businesses 
from the prohibitions of the anti-trust laws, trade unions, 
shipping companies, marine insurance companies, railroads, 
telephone companies, export associations, and agricultural 
associations. 

The Sundry Civil Appropriations Act, effective July 1, 
1916, and subsequent sundry civil bills, have contained pro- 
visions directing that money shall not be used to prosecute 
labor associations and farmers’ associations the purpose of 
which is Imjully to increase wages, shorten hours, better con- 
ditions, and mamtain fair and reasonable prices, for commodi- 
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liea.“® The right of employees to oiganize ' and Ijaigam 
collectively is sanctioned by the Clayton Act; the Railway 
Labor Act as amended in 1934; the Anti-Injuuction Act, 
commonly known as the Noriis-La Guardia Act, passed in 
1932, the National Labor Relations Act, passed in 1935; and 
(he Bituminous Coal Conservation Act of 1935. 

Under the Shipping Act ol 1916, steamship companies 
may, through concerted action, do things which arc pro-^ 
hibited to other companies by the anti-trust laws. Thus 
the act recognizes the practice of steamship companies of 
entering into agreements for apportioning traffic, fixing rates, 
and making similar arrangements, and exempts such agree- 
ments fiom the anti-trust laws if they arc filed with the 
Shipping Board*” 

The Wcbb-Pomciene Act, appiovcd April 10, 1918,®° 
“directly repeals the Sherman Law in so far as expoit business 
is concerned The Edge Act, approved December 24, 
1919, permits the oiganization under Federal charter of 
corporations for financing foreign trade. 

Under the Merchant Mainno Act of 1920, marine insurance 
companies may form combinations “to transact a marine 
insurance and reinsurance busmess in the United States 
and in foicigii cbuiitries and to reinsure or otheiwise appor- 
tion among their inemliership the risks undertaken by such 
as.so()iation or any of the component members ” Combina- 
tions may be made without control by any regulating body. 

The Transportation Act of 1920 permits railroad con- 
solidations with the appioval of the Interstate Commerce 
Commi.ssioii. Relief from the operations of the anti-trust 
laws is provided to some extent under the Emergency Trans- 
portation Act of 1933 and under thS Motor Carrier Act of 
1935. Consolidation of telephone compames is permissible 

Annals of the Amencan Academy of Political and Social Science, March, 
1919 (Vol LXXXII) page 222 It is submitted that a eaieful leading of the 
provision of the acts rcfeired to will lovcal practically no diiection to the 
Department of Justice except such as a reasonable mterpietation of the anti- 
tnist law had ulioady suggested. 

Tho fiiat and most impoitant association formed under this law (Decem- 
ber 17, 1918) was that of copper produceis; the coipoiation had $260,000 of 
7 jier cent preierred shock and 500 shivics ot common stock of no par value 
Each produroi who joined the association icceivod one vote foi each 600 tons 
of copper produced for o.\port in tho preceding twelve months 

^ Annals qf tiie Amencan Academy of Political and Social Science, March, 
1919 (Vol. LXXXII), page 223 
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with the consent of the Federal Conununications Commission, 
under the Communications Act of 1934 

Combinations of persons engaged iii agriculturaf produc- 
tion, through the formation of co-operative marketing 
associations on a mutual benefit plan, are permitted by the 
Capper-Volstead Act of 1922. The Secretary of Agiiculture 
has jurisdiction over these organizations and may determine 
.whether the practices of any such association monopolize 
or restrain trade in interstate or foreign commerce to such 
an extent that the price of any agricultural produce is unduly 
enhanced thereby. These oiganizations have been further 
encouraged by such legislation as the Cooperative Marketing 
Act of 1926, and by the creation of the Federal Farm Board. 

Trade associations and the anti-trust laws. — As was 
mdicated on page 613, the movement toward larger business 
units has made great pi ogress since 1916. Along with the 
tendency toward amalgamation has come the development 
of the trade association.®* A trade association is an organiza- 
tion within an industry, the object of which is to impiove 
industrial and commercial efficiency. The Supreme Court 
of the United States has put its stamp of approval on these 
organizations in decisions rendered m two cases in which 
trade associations were attacked as organizations engaged in 
unlawful restraint of commerce. The Court recognizes as 
legal the practices pursued by trade associations in their 
co-operative movement, where Ihe concerted action does 
not result in arbitrarily lessemng production or increasing 
prices.®* These practices generally include the promotion 

“ According to a 1938 survey of the Umted States Department of Commeice, 
there are 8,200 trade associations m the United States, of which 2,400 are 
national or inteistate For complete information as to trade associations, see 
Department of Commeice, “Selected Tiade Associations ot the Umtod States,” 
1937 Ed , “Trade Associations,” published by the National Industiial Con- 
ference Boaid, B S Kirsh, “Foieiga Trade Functions of Tmdo Associations”; 
Kirsh and Shapiro, “Tiade Assooiations in Law and Busmess ” 

® Maple Floonng Manulaoturers Association v U 8 (1026) 268 U S 563. 
The following excerpt from the opinion m this case shows the attitude of the 
court towaid trade associations when considenng them m the light of the anti- 
trust laws. “We decide only that trade associations oi combinations of persons 
or corpoiations which openly and fairly gathoi and disseminalo information 
08 to the cost of tlioii pioduot, the volume of pioduotion, the actual puce which 
the pioduot has brought in post transactions, stocks of merchandise on hand, 
approximate cost of tiansportation from the principal point of shipment to the 
points of consumption and who meet and discuss such information and 
statistics without ever leachmg or attemptmg to reach any agieement or any 
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of commercial and industrial research, aid in the settlement 
of labor disputes, the maldng of arrangements for co-operatm 
insurance, representation of particular industries in public 
disputes, collection of statistical information as to cost oi 
production and as to prices at which pioducts have been 
sold, recommendations of methods of cost accounting within 
an industry, and similar co-operative action tending to 
improve competitive conditions. 

ooncertod. action with ipspect to piicos or pioduotioii or lostraming competition, 
do not tliorcby engage m unlawful losUaint of oomineroe ” Soo also Cement 
MamifactuioiE, Pioteotive Association v U 8 , (1923) 2()8 U S 588 In a 
moie iccent case dealing with the question of piiec-iepoiting eervices of trade 
as&OLiatioiis, the Supreme Court held that an effoit to prevent uiifaii competi- 
tion by an agieemenf, tbc distmotive featuie ot whicb is not tbe advance 
announcement ol piicc& or conceited activity of maintaining any piuticular 
base puce for any poiiod, but latber a requiiement of unqualified adboionce to 
tbe prices and terms so announced, impairs the icsources of fan competition m 
a mannei violative of the Sheiman Anti-Trust Act Sugar Institute v U S , 
(1936) 297 U S 553, 56 S Ct 629 




Chapteb XXXIII 
'CAUSES OF FAILURE 

Diseases — causes and remedies. — The term “failure,” 
when applied to a business enterprise, may suggest to the 
layman anything from inabihty to earn a profit, to a complete 
liquidation of the assets followed by a final discharge in 
bankruptcy. In ordinary business parlance, terms indicative 
of financial disturbances in a business are used indiscriminately 
and may or may not convey the legal or even accepted 
meaning of the word. 

■ The same confusion will arise m the mind of the reader 
unless at the outset he has a clear understanding of the nomen- 
clatuie of the subject. The careful student should distinguish 
between diseases, causes, and remedies. We shall proceed 
first to outline the nomenclature, giving definitions where 
necessary, and then shall proceed in this chapter to a more 
extended discussion of financial diseases and their causes, 
leaving a complete discussion of remedies to the next chapter. 

Financial diseases. — ^A company may be said to be pros- 
perous when it is able to meet all its obligations as they 
mature, and to pay a reasonable return on the investment, 
with somethmg over to provide for growth and for the short- 
comings of pool- years. If a concern does not meet these 
requirements, it may be said to be unsuccessful. Theie arc 
four stages of financial failure, each of which represents some 
degree of adversity. They aie: (1) embarrassment, (2) finan- 
cial insolvency, (3) total insolvency, (4) confirmed insolvency. 

(1) Financial embarrassment has been judicially inter- 
preted to mean that a concern is “encumbered with debt, 
beset with urgent claims and demands, and unable to meet 
pecuniary engagements.” Probably this definition is too 
strong. We should say rather that a concern is financially 
embarrassed when it is in an unusual and unhealthy condition, 
which may be temporary, depending on the nature of .the 
causes and the possibility of obviating them. It is 'a slight 
degree of illness which, if not remedied, will lead to the more 
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serious disease of insolvency. The causes leading to failure 
have not been operating long enough to cause either financial 
insolvency or total insolvency, but they will lead to one or 
both of these conditions if a remedy is not applied. 

(2) Financial insolvency is that condition m which a con- 
cern finds itself when it cannot meet its debts as they mature 
in the ordinary course of business. The essence of the trouble 
is an excess of immediately maturing liabihties over the means 
with which to meet them. 

(3) Total insolvency arises whenever a concern has an 
excess of total liabilities over total assets. If the concern is 
incorporated, the capital stock need not be included as a 
liability. 

(4) The tercQ.' confirmed insolvency is used here to indi- 
cate the failed condition of a concern against which legal steps 
have been taken or which itself has taken legal steps to satisfy 
claimants agamst its property. The legal steps which may 
be taken oidinarily are (a) an adjudication in bankruptcy, 

(b) appointment of a leceiver because of financial insolvency, 

(c) assignment for the benefit of creditors. Since these steps 
are the first move in the application of the remedy to a failed 
concern, they will be taken up at greater length in the chapter 
on remedies. 

Illustrations of embarrassment, financial insolvency, and 
total insolvency. — Consider the following three balance sheets: 



Compani/ 

Company 

Company 

AsktA 

A 

B 

C 

Real cslatf* and buildingn 

$100,000 

$100,000 

$100,000 

Machinal V, fuimturo, and equipment 

40,000 

.40,000 

40,000 

Invcntoiiea 

100,000 

30 ,000 
180,000 

100,000 

Accounts receivable 

60,000 

25,000 

Cash 

6,000 

6,000 

6,000 

Deficit 

145,000 

• 

30,000 

Total Assets 

$460,000 

$355,000 

$300,000 

Liabihtioa 

Stock 

. 100,000 

100,000 

100,000 

60,000 

Bonds 

200,000 

100,000 

Accounts payable 

. 160,000 

100,000 

150,000 

Surplus , 

• • 

65,000 

Total Liabilities , . 

$450,000 

$366,000 

$300,000 


One of these companies is totally insolvent — and only one; 
ono is financially insolvent; and one is only embarrassed. 
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Since company A’s liabilities (exclusive of capital stock, which 
for this purpose is not strictly a liability) exceed its assets 
by $45,000, the company is hopelessly insolvent and, faces the 
bankruptcy courts. Company B has considerably more assets 
than liabilities; it is not totally insolvent. It has $185,000 
of liquid assets, excluding entirely its inventories,^ as against 
$100,000 of liquid liabilities. We assume, of course, that 
the bonds are long-term bonds and that the company can pay 
' the mterest on them, so that they will not mature for some 
time to come. Clearly, company B is not even financially 
insolvent. But probably it is embarrassed. Its inventories 
are low and it will need to replenish them. Its payables are 
high, showing that the company has probably been doing a 
very large business on inadequate capital. . Its current debts 
are very large, and probably many of its creditors are clamor- 
ing for cash. The extent to which comply B is embarrassed 
may be better appreciated if we assume that the company 
could raise $100,000 through the sale of bonds, and if we con- 
trast the balance sheet as it would then appear with the bal- 
ance sheet as it now stands 

Company C is clearly financially insolvent. It has 
current liabilities of $150,000 against current assets of 
$130,000, assuming, for the present, that q^ll its inventories 
arc liquid. 

A study of the following two balance sheets will still further 
elucidate the meaning of the terms under consideration: 


Company Z* 

Aaseta 

Railroad right of ■way, struolurea, and cais 
Cash, accounts, receivables, supplies 
Special deposits and mvestmente 
Deferred debit items and suspense accounts 
Corporate deficit . 


$31,038,837.65 
776,091 02 
525,336 62 
187,473 74 
2,805,664 87 


Total assets 


. $35,333,403 80 


1 Should inventories bo included here in liquid assets’ Should inventories 
ever be mcluded among liquid assets? The liquidity of assets is a question 
of fact and not of rule The test of fact that may bo applied is those assets 
are liquid which may be turned into cosh within a reasonably short period 
without saciifice of value Much will depend on the general nature of the 
business and the nature and condition of the assets listed m the inventories. 
(See the chapters on workmg capital ) 

* The balance sheet of company Z is a condensed actual balance sheet; that 
of company Y is imagmary. 
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Lidbililiea 

Capital stock . , . 4,945,250 00 

Funded debt , .... 21,200,000 00 

Floating debt . 0,152,492 21 

Reserves . ... 35,661 59 


Total liabilities and capital . $35 , 333 , 403 . 80 

Company Y 

Assets 

Real estate, plant, and machinery $5,000,000 00 * 

Cash, accounts, and notes receivable 200,000 00 

Inventoiies 1,300,000 00 

Deficit 1,500,000 00 


Total assets 


Liabilities 

Stock 

Bonds 

Accounts and notes payable 
Reserves 


$8,000,000 00 


$1,000,000 00 
6,500,000 00 
100,000 00 
* 400,000 00 


Total liabilities and capital . 


$8,000,000 00 


Here, company X is strictly not totally insolvent, smce the 
total of assets is in excess of the total of habilities. This 
statement may not seem true at first glance, since there seems 
to be a “ corporaCe deficit.” Bui in calculating the insolvency 
of a company under the Bankruptcy Act, stock is not a lia- 
bility — ^it is what the accountants call an accountability Still, 
company X is financially insolvent since it has a net floating 
debt, that is, quick liabilities in excess of quick assets, of over 
$7,500,000. It is only because this company happens to bo a 
subsidiary of another corporation that it can finance its 
immediate obligations and that it is not in the hands of a 
receiver.® Company Y, on the other hand, is totally insol- 
vent; it is not, however, financially insolvent, since it has 
$200,000 of quick assets with which to meet $100,000 of 
quick liabilities. If company Y has good earning power, it 
may be able to pay all its debts promptly, including interest 
on its bonds. The secret here is that if the company really 
has an .exceptional earning power, it is entitled to show it 
on its balance sheet through an entry called “goodwill” 
appearing on the assets side, sufiheient m amount to wipe out 
the corporate deficit. 

* We shall aeo lalor, page 756, that lailroad companies do not go mto 
voluntary or involuntary bankruptcy 
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Classification of causes of failure. — ^The causes of failure 
may be divided generally mto two classes, those operating 
from the outside and those operating from the inside. The 
outside causes are those which may possibly be obviated but 
ordinarily cannot be eradicated They include competition, 
change in demand for the products of the company, the oper- 
ation of the business cycle, and casualties. The inside causes 
are all summed up in the two words, " incompetency” and 
'“fraud.” The forms of incompetency and fraud we shall 
take up specifically, after discussing briefly the three outside 
causes of failure. 

Competition. — Competition up to a certain point is stimu- 
lating; beyond that it is exhausting. This is not the place to 
discuss that statement.* Nor is this the place to discuss at 
length the strategy of competition. We must content our- 
selves with the statement that oftentimes competition is dis- 
astrous be'eause businesses take it too seriously. If a concern 
begins to thinlc more about ehminating competition than it 
does about making proflts through better production and sell- 
ing plans, then competition does become a menace. If condi- 
tions are such that profits are humanly impossible because 
of competition, only two options are open: (1) combine with 
the competitors; (2) liquidate and withdraw' from the field. 

Change in demand for the products of the company. — 
Changes in the demand for a company’s product may lead to 
failure. We need hardly do more than give illustrations. 
The failure of the American Bicycle Co in 1902, was due 
largely to the cessation of a fad.® A number of brewery com- 
panies were coinpeUed to liquidate on account of the Eight- 
eenth Amendment.® These two outstanding examples of 
changes in demand have led American business men to insist 
upon the accumulation of large reserves with which to enable 
a company to change its product when the need arises. The 
stronger businesses in the brewery field, for example, met 
their difficulties by adapting their machinery to the manu- 
facture of chemicals and unprohibited beverages.’’ 


* See ante, pages 317 and 634 

‘ See A, S. Dewing, “Corporate Promotions ana Reorganizations,'’ page 249. 

* American Maltmg Corporation is a good example 

* The Wall Street J oumal for October 11, 1918, cairied this paragraph among 
others about Distillers Securities Corporation* “Meantime, iVis devebpmg its 

• eidustrial Imes m various directions. One of its subsidiaries, for instance, is 
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Operation of the business cycle. — Economists are not yet 
agreed on the causes of the movements noticed in the so-called 
business «ycle. We know in a general way that for a number 
of years prices and the demand for goods will increase simul- 
taneously. Then will come a reaction, accompanied by a 
marked lowering of prices and a noticeable restriction in 
demand. This period of reaction will be followed by another 
period of depression, during which prices will remain low and 
the demand for goods will be relatively slight. 

During a period of rising prices, profits for most businesses 
will increase. During a period of reaction, definite losses will 
be incurred through the failure of customeis and through the 
inability of the company to keep all its organization at work. 
Salesmen cannot -sell goods, and they therefore have to bo 
“let out”; the restricted demand for the company’s product 
will necessitate “laying off” employees Thus the organiza- 
tion is disrupted and considerable expense will be involved in 
rebuilding when business conditions improve. Moreover, 
some busmesses fail during periods of reaction because the 
decline in prices attending such periods involves them in 
inventory losses that arc beyond the company’s financial 
strength to endure. If a business is not strong enough to 
withstand tho losses of these periods, to will fail. During the 
period of depression that follows tho reaction, business may be 
so slack and prices so low that expenses of all kinds cannot be 
met out of current income, but must be defrayed from 
accumulated funds. A corporation that follows a conserva- 
tive reserve policy can apply the ounce of prevention that is 
much more effective than a pound of remedy.® Companies 
whose directors use foresight in forecasting the business 
cycle, and make provision for the inevitable periods of reaction 
and depression, usually can weather the storm. They enter 
the next period of prosperity scarred, perhaps, but not broken. 

Casualties. — ^The causes of trouble may be entirely fortui- 
tous. Lawyers caU them “ acts of God,” but in these days we 
must add “acts of the sovereign.” For example, the enact- 
ment of the Seamen’s Law in 1915, requiring 75 per cent of 
the cre^v in each department of a vessel to be able to under- 


making candied chemes, and apple, peanut and peach buttei on a big scale 
And Distillers’ chemists have a lot of tricks up their sleeve for use after the 
war.” ^ 

* See ante, pages 461 and 582. 
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stand any order given by the officers, made it impossible for 
American vessels to compete with Japanese vessels, on 
which Asiatic crews could be employed. The Pacific Mail, in 
the face of this casualty, proceeded to liquidate, and was 
revived only when the European War changed conditions and 
permitted the company to make profits even under the 
handicap. 

The obvious remedy for difficulties arising from “acts of 
' God” is to insure against them through reserves or through 
policies taken frominsurance companies.® Wheie the casualty 
is due to an act of the sovereign, the remedy is, first, to exercise 
the prerogative of a citizen to influence legislation, and second, 
to reduce losses to a minimum by being prepared to change 
the nature of the business or to hquidate its assets and lia- 
bilities under the most favorable terms. Here the rule is: 

» 

forewarned is forearmed. 

Incompetence the chief cause of failure. — ^Perhaps all the 
inside causes (other than downright chicanery) may be 
summed up in one word, “meompetence.” In fact, the same 
may be said of outside causes, for with good management 
the evil effects of most of these causes can be nullified, if the 
causes themselves cannot humanly be avoided. Take, for 
example, the most excusable of all outside causes — casualties 
such as fire. Some concerns withstand huge fire and other 
losses successfully, while others fail. The fact is that many 
casualties can be provided against. Insurance should be one 
of the legitimate costs of conducting a business. Crop fail- 
ures may injure nearly all the customers of a given concern 
and in that way involve the concern, very indirectly, to be 
sure, in rum. But the connection between a crop failure and 
the fortunes of customers, and the effect of such a failure on 
the concern’s fortunes, should have been taken into the reckon- 
ing. Moreover, the possibility of a crop failure is never so 
remote a contingency that it can be neglected by those whom 
it may affect. And finally, crops do not fail in a day; infor- 
mation about crop prospects is always available. 

When we come to the inside causes of failure, such as 
archaic methods of production, slowness of collectiohs, and 
unwise distiibution of cash dividends, we have less difficulty 
in laying the blame where it belongs — at the door of incom- 
petence. Competent supervision of production will not toler- 


* Seo ante, pa.ge 686. 
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ate obsolete production methods. Collections aire slow either 
because the credit depaitment has not been competent m the 
granting bf credits, or because the collection department has 
not yet learned that vigilance is the sine qua non of successful 
collections One who has read the chapters preceding must 
reahze that the principles there laid down are the product of 
common sense apphed to the conduct of ordinary business 
operations.^” 

Other causes arising from conduct of the business. — The 
causes arising from inside the business may be classified as 
follows : 

I. Poor management in departments other than financial. 

A. Inadequate revenues due to 

a. Poor promotion. 

b Incompetent sales orgamzation. 

c. Poor quality of product. 

B. High operating expenses, due to 

a. Improper organization. 

b. Neglect of details of management. 

c. Unprofitable products. 

d. ^Archaic machinery and production methods. 

II. Financial management. 

A. Overcapitalization, arising out of 

a. Poor financial plan. 

b. Bad marketing of securities. 

c. Poorly timed sale of securities. 

d. Issuance of securities to obtain unprofitable 

subsidiaries. 

B. Excessive floating debt, arising from 

a. Acquisition of fixed assets through use of 

short term credit. 

b. Overexpansion of business without pro- 

vision for new working capital. 

c. Incompetent credit and collection depart- 

ment. 

“ A statement of Iho U S Dopartmontof Commoice (Sonos No 69) stowing 
owners’ and creditors’ opinions of the onuses of fniliiio of 670 bankrupt pntci- 
pnaos in Boston, Mass , 1930-31, reveals that, m tho opinion of ei editors, 58 7 
per cent of 510 failure's was due to ineffieient management Twenty-two otliei 
leasons for faduio are noted, many of which may bo regarded as due to 
inoompetcnoe 
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d. Lack of adequate banking facilities, result- 

ing in Mgh cost of bon owing current 
funds " 

e. High cost of obtaining working capital. 

C. Exhaustion of funds through pursuance of unwise 

dividend policy. 

D. Failure to make adequate provision for mainte- 

nance. 

III. Fraud, associated usually with reprehensible account- 
ing practice. 

The classification given above was arranged in tabulay 
form so that in any given case the symptoms that common 
sense tells us are associated with the causes might be observed, 
and where possible, the causes themselves eradicated. Some 
of the causes deserve more extended consideration. 

Inadequate gross revenues . — ^As every one lonows who is at 
all famihar with the income statements of corporations, the 
success of a business generally depends upon the revenues it 
receives from customers. Inadequate revenues may be inevi- 
table because the business was started m a barren field. For 
example, the New York, Westchester & Boston Railroad was 
built to run northeast from 138th Street in the City of New 
York. Its cost was tremendous — something like $2,000,000 
a mile. The territory it served was the most sparsely settled 
part of the environs north of New York City. The result 
has been a loss that would have overwhelmed the company 
had it not had the resources of the New York, New Haven & 
Hartford R. R, to sustam it.^^ The gross revenues may be 
limited either because in the first instance, as m the case of 
the New York, Westchester & Boston, the market originally 
chosen was inadequate, or because the market has been sub- 
sequently narrowed by a shifting of trade centers. The Colo- 
rado Midland Ry. was compelled to cease operations on 
August 4, 1918, on account of the exhaustion of the mines in 
the district served by the road. Only 15 per cent of the com- 
pany’s business at the time of failure was local. This com- 
pany probably should have courageously faced the situation 
years before and closed out its business at that time. 


S«e ohapter oa promotions, page 20. 
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Another notable example of this cause of failure is the 
H. B. Claflin Co., an old concern in New York engaged in 
the wholesale dry goods business Retail units in the dry 
goods field had become so large, through tho^ growth of 
department stores and the establishment of chain stores, that 
they could buy from the manufacturers on as good terms as 
could the wholesalers. Why, then, give the wholesaler a price 
that covered an additional profit over and above the manu- 
factuier’s price? To meet the situation, the Claflin house' 
started a ch.'iin of retail stores of its own. But these, of 
couise, could not compete fairly with local rivals that did not 
have to pay a wholesaler’s profit. The Claflin Co. should have 
organized the chain of retailers, but instead of making them 
tnbutaiy, should' have liquidated its wholesale business and 
confined its attention to the chain-store busmess. 

Sometimes the revenues are inadequate because the mar- 
keting department is incompetent. And again, the disappear- 
ance of business may be attributed to the production of an 
inferior commodity or service that people will not buy when 
there is an option to buy a competing product, or without dis- 
comfort, to go without the product entirely. 

On the other hand, the market may be fertile enough, but 
the company may have inadequate means of reaching it or 
may be attempting to supply it with a product somewhat 
different from that which the market demands. The trouble 
here may be laid at the door of the sales department. 

To moot conditions of failure arising from all these causes 
requires the application of methods a description of which is 
not within the scope of this book. ’ 

High operating expenses . — ^Thc trouble may be located in 
the producing departments, whence probably the difficulty 
may be still further ti'aced to financial delinquencies. Leaky 
locomotives are likely to be the result of insufficient equipment 
which necessitates the constant use of a few locomotives that 
should be laid up for repairs. Failure to substitute ' ‘ machina- 
facturc” for the more costly hand production may, to be sure, 
be the result of "old fogy” inertia, but it is more likely to 
reflect the need for funds ivith which to buy modern machine 
ery. The curse of the poor is their poverty. 

To be sure, other causes may operate in the production 
department to bring about destruction. Uncobrdinated 
organization,’ over-organization, poor buying, antiquated 
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methods of handling goods in. process — such things may be 
the evident signs of a generally run-down, mismanaged con- 
cern. Business is always a shirt-sleeve affair, and unless some 
one with responsibility and interest is m charge of the impor- 
tant posts and is always ready to watch the myriad of details 
that make up any enterprise, waste will eat up the piofits. 

Overcapitalizaiion . — We have just discussed causes that 
may operate continuously but that can readily be obviated by 
'good management. The record of adversity arising from 
these causes is found in the income statement of a business; 
gross revenues are low or operating expenses are high. We 
now come to a cause of failure that is carved right mto the 
structure of the business itself, one that is revealed in the 
balance sheet, and one that can be obviated dnly by a recasting 
of the capitalization. If the troubles described in the pre- 
ceding sections can be said to be maladies responding to 
ordmary medical aid, this trouble is organic, and requires an 
operation. And to carry the simile further, if the people 
interested in the company will agree to a recasting of the capi- 
talization, the operation will be a minor one; but if a volun- 
tary agreement cannot be arrived at, then a major operation, 
involving the services of a court, will be required. 

Overcapitalization exists in its most imminently dangeious 
form when the company is overloaded with bonds, for then 
if interest is not paid, the creditors may proceed to involve 
the company in legal proceedings. But overcapitalization 
consisting of a redundancy of stock is also dangerous. In the 
first place, the directors are inclined to pay dividends on the 
overcapitalizatibn, thus stiipping the company of needed 
funds Or if this is not done, the company presents the 
spectacle of a corporation that cannot pay dividends, and it 
therefore probably cannot expand through the sale of stock. 
What credit it does get it must pay for dearly.^® Overcapital- 
ization, it can be seen, is a serious disease. 


The trouble becomes doubly serious when theie are several classes of 
stockholders, each jealous of the other and each unwilling to give ground The 
Ameiicon Hide and Leather Or is a good example. Between 1890,nwhen the 
company was reorganized, and 1921, the earnings, while substantial, wore very 
largely used m the payment of interest and installments on the principal of 
SI, 600,000 mortgage bonds, issued at the time of organization, all of which 
were paid off and retiiod. For that reason dividends on the preferred stock 
were to a gieat extent left unpaid and they accumulated tq, the point whore 
^n 1925 they amounted to approximately 140 per cent of the total preferred 
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As the above outline indicates, the disease ma^r arise from a 
poor financial plan — or, as is more likely, fiom the entire 
absence of a plan. Companies continue to glow, interesting 
themselves prmcipally in ordinary business problems and 
treating the financial problen^ os extraordinary ’occurrences 
to be settled by the application of the most convenient 
expedients. Anything that is done will be justified by future 
earnings. Moreover, since most financial operations are 
undertaken in the flush of unusual piosperity or in the depths' 
of unusual adversity, the same care is not observed in making 
financial plans that would be used under normal circum- 
stances. The promoter, for example, is a blind optimist, and 
the directors of a carelessly-managed company are like drown- 
ing persons catching at straws. 

Overcapitahzation often arises from unprofitable expansion, 
or from expansion improperly carried out. The receivership 
that closed one of the periods in the history of the Westing- 
house Electric and Manufacturing Company in 1907, furnishes 
us with a rare example of unprofitable expansion. Here the 
expansion was the result of the directors* craze for foreign 
markets. The luckless career of the American International 
Corporation, which in 1915 was enabled to step into full- 
panoplied existence because the interests that sponsored it 
were able readily to place its relatively large capitalization, 
teaches us the lesson that time is a necessary element of 
growth; a company cannot expand effectively by simply 
spending money. For an example of unprofitable expansion, 
unprofitably carried out, we naturally turn to the story of the 
New Haven road. So .ineffective were the means used in 
bu 3 ung up traction lines that an action for malfeasance was 
brought against the directors, who paid $2,000,000 to the 
company to settle the suit. Among more recent failures due 
to overexpansion of fibxed assets aie those of Fox Film and 
Paramount-Publix, both of which acquued theater chams at 


btock outstanding Several attompta to readjust the capitalization faded, 
bcoaiise the common stockholdois would not consent to an adjustment that 
placed tl^pir equity m tho property at piaotioally nil Finally, m 1926, a 
leadjustmcnt plan that piovided for roclasbihcation of the preferred shares, 
extmotion of the acciucd dividends, and a reduction of the capital stock to 
bo accomplished by a cancellation of umssuod shares of piefeiicd and common 
stock and a retiromoiit by puichasc of part ol tho outstanding picfoiiod stock, 
was appiovod by the stockholders For latoi’ difSeullios of tins Company, see 
page 133. 




788 FINANCIAL ORGANIZATION AND MANAGEMENT 

excessive cost dui’ing the “boom” period. In fact, over- 
capitalization and overexpanded fixed assets and productive 
capacity caused many of the failures in the early thirties. 

It will be noticed from the outhne that the causes of over- 
capitalization include wrong methods applied to the “what,” 
the “how,” and the “when” of the problem of capital issue. 
A thoroughly typical example of overcapitahzation arising 
from mistakes in solving all three problems of what, how, and 
when, IS furnished by the old ’Frisco. In 1896 its capitaliza- 
tion of about $81,000,000 consisted of about 45 per cent bonds 
and 56 per cent stock. By 1913 the capitalization consisted 
of only $51,000,000 of stock and $296,000,000 of bonds. The 
ratio of stock to bonds was as 17 to 83. During that period, 
commissions and discounts on the sale of securities amounted 
to $32,152,602.07, about one-seventh of the amount of capital 
obligations assumed. Moreover, the panic of 1907 held few 
terrors for the dh’ectors, who continued to increase their 
obligations. 

Excessive floating debt ^^ — Perhaps most failures reveal 
lack of working capital as their direct cause. However, lack 
of working capital is hardly a cause — ^it is a symptom; the 
causes are more deeply seated. Current fimds may dwindle 
away simply because a company is operating'-at a loss. These 
fundamental causes we have already discussed. There are, 
however, other causes that operate directly to exhaust working 
capital. 

Companies frequently go on expanding out of profits, malt- 
ing comimtments m the purchase of assets that ought to be 
furmshed from fresh funds obtained through the sale of 
stocks or bonds. 

As the fixed assets increase, the business itself expands and 
more funds are required for working capital. For example, 
goods are sold by salesmen on sixty days’ credit. Every sale 
made by the salesman probably involves an outgo of funds, 
equal to one-fifth of the amount of the sales, two or three 
months before any cash is received from the sale, because 
salesmen’s commissions are usually paid when the sale is made. 
Moreover, additional cash is required to make and Ship the 

Floating debt simply means current liabilities, though it connotes, that 
part of current liabilities which, if the company wero in a sound condition, 
could be funded into long-term obhgations , 

“See 0 W. Gerstenberg, "Matonnls of Corporation Finanoe,” page 929. 
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goods. Therefore, as business increases, the outflow of cash 
tends to keep ahead of the inflow. It happens, of eoui se, that 
businesses do most of their increasing in the months following 
a period of general depression, during which the effort to keep 
the orgamzation together usually involves a heavy dram on 
cash resources. Moreover, as was indicated above, as a busi- 
ness expands, the demand for fixed assets increases, and the 
directors are likely to lose their good judgment in the exuber- 
ance of prosperity and to permit current funds to be turned, 
into fixed assets. The causes operating to lay a company low 
through a depiction of working capital are indeed insidious/® 

When a period of prosperity overtakes a company, and new 
orders pile up, the credit department is hkely to lose some of 
its caution. Collections will be permitted to drag because the 
volume of collections is large, absolutely though not relatively. 
Competent credit men know how important it is to keep col- 
lections up to the minute — ^to "get the money while the getting 
is good.” When the period of prosperity reaches its crest 
and reaction sets in, the careless concern’s own creditors will 
be more insistent for prompt payment, and its dilatory debtors 
will postpone pasnnent with the excuse that apparently the 
conceim does not need the money badly or it would have tried 
to collect the account when it was due. 

A more insidious cause of failure growing out of the use 
of cmTent funds to build up fixed capital, is the lack of fore- 
sight of promoters and managers in providing funds for build- 
ing up intangible assets. A publisher of a country newspaper, 
for example, sent the author a letter ]ust as this chapter was 
being written. He had taken over an old .paper that had 
been run at a loss, and hoped by applying modern methods 
to make the paper a paying concern. But his letter contains 
this sentence, " If I can stand the gaff long enohgh, I beheve we 
will have a winner in time.” What he means is, "If I can 
supply the funds to preserve and create the ‘going concern 
value’ of the newspaper while I am building up ‘goodwill,’ 
we shall ultimately succeed.”^® Or, to put the publisher’s 
problem in words that he himself would be more likely to 
use if he were asked to explain his statement about "standing 
the gaff,” we would say, "If my own funds, or the funds that 

» Seo rolation of business oyole to woikmg capital, pages 328 el aeq, 

” See the dofimUons of these terms oontamed in the chapters on promotion, 
page 14. 
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I can raise, , will hold oM, while I publish the paper for a 
number of weeks till I can get good, active correspondents 
who will send in news that will interest a larger circle of 
readers, and thus help to increase the ciiculation, on the basis 
of which I* can increase the amount and price of my adver- 
tising, I shall have a winner,” It will be seen that the 
problem is a double one: not only how much funds are on 
hand, or can be raised, but how quickly the “going concern 
value” and“goodwill” can be built up. Some estimate should 
be made of these two unknown quantities, and the funds which 
that estimate shows will be needed to build up the intangible 
assets should be in sight; it is the height of folly to trust 
to luck, hoping that net earnings will provide them. 

No mistake is worse than that of neglecting to use banking 
facilities. In the first place, a concern that does not borrow 
from a bank is sometimes treated by creditors as not being 
able to persuade a bank that the iisk is good. In the second 
place, a concern that does not regularly use banking funds 
will be regarded with extreme suspicion by the bank when 
it does apply for a loan.^’' 

One of the great difficulties of inadequate working capital 
is that the disease tends to aggravate itself. When funds are 
short, almost any price is paid to get enough .currency to post- 
pone the day of reckoning. The expedient only serves to 
hasten that evil day and to increase its ills. For example, in 
1913 the M, Rumely Company (since reorganized into 
the Advance-Rumely Company) borrowed $4,000,000 from 
bankers and gave as security over $8,000,000 of customers' 
notes. These latter, of course, should have been available in 
addition to the loan, but as they were paid by customers the 
proceeds went to the bankers and thus the company was cut 
off from its regular income. 

Unwise dimdend policies . — ^When a company needs funds, 
one of the first steps thought of to encourage investment is 
to raise the dividend rate, or to pay dividends if none have 
previously been paid. In 1921 the American Telephone & 
Telegraph Company raised its rate from 8 to 9 per cent pre- 
paratory to an issue of $150,000,000 of stock. That was 
good business because the rate of dividends was justified by 
the company’s earnings. But when the rate of dividend is 
not justified, disaster is sure to follow. The troubles of many 


w See generally the chapters on working capital, 
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railroads in the dark years of 1873 to 1898 — ^Erie, Baltimore 
& Ohio, and Atchison — can all be laid at the door of dividend 
distributions that were not earned. One of the basic causes 
of the failure of Studebaker Corp. in 1933 was the continua- 
tion of a liberal dividend policy at a time when the company 
was losing its trade position and embarking upon a program 
of expansion of fixed assets m order to regain it. Earnings 
were not sufficient to permit expansion, meet an additional 
costly overhead, and still allow a continued liberal dividend' 
policy. 

Inadequate maintenance . — ^In stiiving to get the funds with 
. which to pay unearned dividends, the company is apt to 
neglect the investment of the owners. The 'Frisco trouble 
referred to on page 738 was aggravated by the fact that the 
company was trymg to compete with other loads when its 
equipment was so far from being one hundred per cent effi- 
cient that the receiver shortly after his appointment crossed 
thirty thousand cars off the books as worthless. 

Improper accounting methods — ^Almost always, an unwise 
dividend policy is based on a false statement of condition 
conceived in the minds of delinquent executives and born in 
the offices of the accounting department. For example, Mr. 
Stephen Little, perhaps the leading accounting expert of a gem 
oration ago, in 1896 made a leport on the Baltimore & Ohio 
covering the accounting aspects of that road’s tioubles leading 
to a receivership. He showed that the following errors had 
been made over a period of about seven years. 

An. oveistalemont of net income . , $2 , 721 , OOS 

A mischarge of woin-out equipment to piofit and 
lose .. . 2,834,596 

Improper capitalization of expenses, mam stem 2,064, 741 
Impropei capitalization of so-called improvements, 
leased and dependent hues . 3,575,453 

Total overstatement of income . . $11,196,858 

It will be noticed that the greatest error was made where 
it would be least noticed, in the accounts dealing with 
subsidijaries. 

Generally, the inaccuracy of the accounts is intentional and 
the management is thoroughly aware of the true condition, 
The failure of the Siegel-Cooper stores in 1914 brought to 


“S, Daggeti!, “Railroad Reorgamzation,” pages 21-22 
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light the fact.that a system of falsifying accounts and keeping 
a secret set of books containing the true figures had been in 
vogue in the Boston store. The intentional “doctoring” of 
accounts serves the purpose of keeping the stockholders opti- 
mistic or of improving the possibility of securing additional 
loans. The statements on which the Simpson-Crawford Com- 
pany, which was owned by the Siegel Stores Coiporation, 
received additional loans from banks, were absolutely false, 
'the firm’s figures showmg m one case a surplus of $817,000 
when the company actually had a deficit of about the same 
amount. Books can be made to show almost any condition 
desired to be shown, and reports can be drawn up in such a . 
way that though they do not portray the actual condition, 
they are not false Often the irregularity that is hidden con- 
sists of carrying the stocks of weakling, subsidiaries in the 
balance sheet at cost plus all the losses attributable to these 
fungi. The balance sheet of H. B. Claflm & Co. for 1913 was 
good throughout, but the statement gave no account of 
intercorporate relations and while the parent company was 
apparently solvent, practically all the retail stores which the 
company was financing were insolvent. 

The improper practice of treating stock dividends as 
cash income was one of the contributing caunes to the failure 
of the InsuU pyramid of Middle West Utilities Co. Another 
was the excessive advances to and investments m subsidiaries. 

The accountmg of a manufacturing concern should provide 
for a cost system. This is especially desirable where several 
units are being produced, for then the management can 
readily determine which article is yielding a profit and which is 
resulting in a loss. 

Statistics of failures. — ^Attempts to collect statistical infor- 
mation on failures have been left mainly to the credit agen- 
cies; the most comprehensive tables have been prepared by 
Dun & Bradstreet, Inc. As in all statistical work, unless 
the umt of measurement is unmistakably named and defined, 
statistical tables cannot be interpreted. In the tables of 
commercial failures following, a business failure is deemed 
to have occurred when a commercial or industrial enterprise 
is involved in a court proceeding or a voluntary action which 
is likely to end in loss to creditors. Specifically, the Dun & 

' Bradstreet record of failures includes discontinuances follow- 
ing assignment, voluntary or involuntary petition in bank- 
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ruptcy, attachment, execution, foreclosure, etc.; voluntary 
withdrawals from business with known loss to creditors; 
enterprises involved in court action, such as receivership, 
and since June, 1934, reorganization, or arrangement, which 
may or may not lead to discontinuance ; and businesses making 
voluntary compromises with creditors out of court. 

TABLE No 14 

RECOED OF INSOLVENCIES 


(Fiom tables prepared by Dun & Bradsticet, Ino ) 


Yeat 

Number 
of failuies 

Total 

hdbilittea* 

Number 
tn buainese 

Peioent 

faihng 

1938 

12,836 

$216,505,000 

2,102,000 

61 

1937 

9,490 

183.253.000 

203.173.000 

2,057,000 

44 

1936 

9,607 

2,010,000 

50 

1936 

12,244 

310,580,000 

1,983,000 

60 

1934 

*••1933 

12,091 

19,859 

333.959.000 

467.620.000 

502.830.000 

1,974,000 

. 62 

1933 

20,307 

1,961,000 

1 04 

1932 

31,822 

928.313.000 

736.310.000 

2,077,000 

1 68 

1931 

28,285 

2,125,000 

1 S3 

1930 

20,355 

668,283,842 

2,183,008 

2,212,779 

1 21 

1929 

22,909 

483,252,196 

1 04 

1028 

23,812 

489,669,624 

2,199,000 

1 08 

1927 

23,140 

520,104,268 

2,171,700 

1 09 

1926 

21,773 

409,232,278 

2,168,400 

1 01 

1025 

21,214 

443,744,272 

2,113,300 

1 05 

1924 

20,615 

648,225,449 

2,047,302 

1 01 

1923 

18,718 

530,386,806 

1,900,004 

94 

1922 

23,676 

623,896,251 

627,401,883 

1,083,106 

1 19 

1921 

19,062 

1,927,304 

1.02 

1920 

8,881 

295.121,805 

1,821,409 

40 

1919 

6,451 

113,291,237 

1,710,909 

38 

1918 

9,982 

163,019,979 

182,441,371 

1,708,061 

.68 

1917 

13,866 

1,733,225 

1,707,639 

.80 

1916 

16,993 

196,212,256 

1 00 

1915 

22,156 

302,286,148 

1,674,788 

1 32 

1014 

18,280 

16,037 

367,908,859 

1,665,496 

1 10 

1913 

272,672,288 

1,616,517 

99 

1912 

15,452 

13,441 

203,117,391 

1,664,279 

09 

1911 

191,061,665 

1,525,024 

88 


* The figuic of habilitios ib piimaiily one of ouiient mdobtednoss, espocially siiioe tbo ebinina* 
tioti in J083 of oeitam types of biieincse tending to hevo heavy defeirwi obligations Sor the 
pUTposD of the failiiTO Toooid, runont liabiUtm ore understood to inoliide not only all aooounts 
nml notes payable, but olsu all obligations, whether in seoiired foim oi not, known to be held 
by banks, oflloeis, afliliated oompanics, supplying ooinpamas, or the government 

In 1033, failmee of nil loal estate, mouioDco, holding, and finanoiol companies, and of euoh 
eonoeins ob steamnliip lines, tiavol agonues, amiiBoment places, etc, wote (.liminatod fiom 
the roooid bpoauee of Incomploto oovorage iii thoae helda, and in oidei to mako the data moio 
comparablo with tho types of oonoetns listed in tho Dun & Biadstreet lloferonoc Book This 
ohange roeulted in ],pwenng tho 1083 total by 448 iailuies with liabilities of $46,310,000 In 
oidei to provido an ovcilap, both series are given in the tabulation. 
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TABLE No. 14 (Coutmupd) 
RECORD OF INSOLVENCIES 


Fear 

Numb& 

fatlwea 

Total 

hahihites 

Numbet 
in but, mess 

'percent 

failing 

1910 

12,652 

201,757,097 

1,515,143 

84 

1909 

12,924 

154,340,000 

1,486,389 

80 

1908 

16,690 

222,315,684 

1,447,554 

1 08 

1907 

11,725 

197,385,225 

1,418,075 

83 

1906 

10,682 

119,201,515 

1,392,919 

76 

160S 

11,520 

102,876,172 

1,357,465 

84 

1904 

12,199 

144,202,311 

1,320,172 

92 

1903 

12,069 

155,444,185 

1,281,481 

94 

1902 

11,615 

117,476,769 

1,253,172 

93 

1901 

11,002 

113,092,376 

1,219,242 

90 

1900 

10,774 

138,495,673 

1,174,300 

91 

1899 

9,337 

90,879,889 

1.147,595 

81 

1898 

12,186 

130,662,899 

1,105,830 

1 10 

1897 

13,351 

154,332,071 

1,058,521 

1 26 

1896 

15,088 

226,101,000 

1,151,579 

1 31 

1895 

13,197 

173,196,060 

1,209,282 

1 09 

1894 

13,885 

172,992,856 

1,114,174 

1 26 

1893 

15,242 

346,779,889 

1,193,113 

1 28 

1892 

10,344 

114,044,167 

1,172,705 

88 

1891 

12,273 

189,868,688 

1,142,951 

1 07 

1890 

10,907 

189,856,964 

1,110,690 

98 

1889 

10,882 

148,784,337 

1,051,140 

1 04 

1888 

10,679 

123,829,973 

1,046,662 

1 02 

1887 

9,631 

167,560,944 

994,281 

90 

1886 

9,834 

114,644,119 

969,841 

1 01 

1885 

10,637 

134,220,321 

919,990 

1 16 

1884 

10,968 

226,343,427 

904,769 

1 21 

1883 

9,181 

172,874,172 

863,993 

1 06 

1882 

6,788 

101,547,564 

822,256 

82 

1881 

4,735 

81,155,932 

781,689 

71 

1880 

4,876 

95,352,000 

746,823 

63 

1879 

«,658 

98,149,052 

702,157 

95 

1878 

10,478 

234,383,132 

674,741 

1 55 

1877 

8,872 

190,869,936 

652,006 

1 36 

1876 

9,092 

191,117,786 

681,000 

1 33 

1875 

7,740 

201,060,333 

612,420 

1 21 

1874 

5,830 

156,239,000 

600,490 

97 

1873 

5,183 

228,499,000 

550,764 

93 

1872 

4,069 

121,056,000 

528,970 

77 

1871 

2,915 

85.252,000 

476,145 

83 

1870 

3,546 

88,242,000 

427,230 

83 

1869 

2,799 

75.054,000 

352,674 

.79 

1868 

2,608 

63,694,000 

278.840 

.94 

1867 

2,780 

96,666,000 

209,720 

1'33 


Dun & Bradstreet’s table showing the percentage of large 
failures to total failures for a series of years is given on the 
following page. 
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TABLE No 15 

PERCENTAGE OP LARGE FAILURES TO TOTAL FAILURES 





Att 

Commei cnal 




Total 

$100,000 

%of 

Total 

Slot, 000 

% oj 


com’l 

01 moie 

total 

com’l 

or rnoie 

total 

1938 

12,836 

283 

2 2 

*246,505,000 

*106,385,000 

43 2 

1937 

9,490 

287 

3 0 

183,253,000 

81,397,000 

44 2 

1930 

9,607 

322 

3 4 

203,173,000 

100.370.000 

175.091.000 

49 4 

1935 

12,244 

553 

4 6 

310,580,000 

66 4' 

1934 

12,091 

670 

5 5 

333,959,000 

195,450,000 

68 5 

1933 

1933 

19,859 

20,307 

979 

4 8 

457.520.000 

602.830.000 

242,010,000 

48 1 

1932 

31,822 

1,625 

5 1 

928.313.000 

736.310.000 

495,688,000 

53 5 

1931 

28,285 

1,055 

3 7 

382,151,000 

51 9 

1930 

26,355 

. 947 

3 5 

668,283,842 

364,818,359 

54 5 

1929 

22,909 

744 

3 2 

483,260,196 

221,794,342 

45 9 

1928 

23,842 

689 

2 9 

489,559,624 

520,104,268 

224,599,775 

45 9 

1927 

23,146 

708 

3 1 

265,387,741 

51 0 

1926 

21,773 

610 

2 8 

409,232,278 

171,617,704 

208,230,053 

41 9 

1925 

21,214 

591 

2 8 

443,744,272 

46 9 

1924 

20,015 

650 

3.2 

543,225,449 

300,344,383 

65 3 

1923 

18,718 

743 

4 0 

539,386,806 

821,137,661 

59 6 

1922 

23,676 

868 

3 7 

623,896,251 

627,401,883 

323,842,826 

375,126,153 

61 9 

1921 

19,652 

8,881 

873 

4 4 

59 8 

1920 

453 

5 1 

295,121,805 

191,808,042 

66 0 

1919 

0,451 

191 

3 0 

113,291,237 

65,986,643 

49 4 

1918 

9,982 

, 230 

2 3 

103,019,979 

81,662,965 

60 3 

1917 

13,855 

250 

1 8 

182,441,371 

81,861,018 

44.9 

1016 

10,993 

216 

1 3 

190,212,256 

06,607,689 

33 9 

1915 

22,150 

331 

1 5 

302,286,148 

122,739,907 

40 6 

1914 

18,280 

409 

2 2 

357,908,859 

210,716,947 

58 9 

1913 

10,037 

379 

2 4 

272,672,288 

136,903,915 

50 2 

1912 

15,452 

13,441 

270 

1 8 

203,117,391 

76,578,086 

37 7 

1911 

295 

2 2 

191,001,665 

80,622,611 

42 2 

1910 

12,652 

260 

2 1 

201,767,097 

103,275,788 

51 2 



Chapteh XXXIV 

^ IlECONSTRUCTION OF CORPOEATIONS 

Difference between objects and methods in reconstruc- 
tion. — ^When a business suffers from any of the troubles 
described in the preceding chapter, something must be done 
by way of remedy. Many remedies are available, aU of 
which may be summed up in the one word “reconstruction” — 
a word borrowed from English practice and used here as a 
convenient generic term to cover all the. remedies known in 
American practice. 

At the* outset, the reader should distinguish between the 
objects sought to be accomplished by a reconstruction, and the 
methods available for accomplishing those objects. After all, 
the main thing is to discover the causes and to know how they 
can be obviated. In many eases the causes suggest their own 
remedies j the objects of reconstruction are apparent. Since, 
however, a business in serious trouble usuallyhas a number of 
claimants, remedies cannot be applied by simple negotiation. 
The methods to be used in achieving the objects of reconstruc- 
tion are therefore not simple. The various classes of claim- 
ants must be organized; a definite line of strategy must be 
followed to persuade the claimants to make the concessions 
necessary to redch a plan that will obviate the causes of fail- 
ure. In many instances a legal battle must be fought to force 
the acceptance of a reasonable plan of reconstruction. 

Objects of reconstruction. — ^When a failing or failed con- 
cern is being treated for its malady, certain steps are usually 
taken which we shall study carefully under the heading of 
Methods of Reconstruction; but whichever method is used, 
the persons in charge of the reconstruction must have in mind 
the objects which their reconstruction is to accomplish. A 
general classification of these objects follows: 

, 1,’ To obviate the causes of trouble. 

2. To repair the damages caused by the trouble. In many 
cases directors are guilty of misfeasance or malfeasance and 
»iits must be brought to recover the damages. 

, I 746 
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« 

3. To satisfy claimants who are in a position-to insist upon 
cash payment. 

4. To provide a management that can successfully carry 
the concern through after reconstruction. 

6. To provide new fixed assets wheie they are necessary, 
either to take the place of archaic assets, or to enlarge the 
business sufficiently to put it on a paying basis. 

6. To provide necessary working capital and cash for the 
expenses of reconstruction. 

7. To leconstruct the financial plan. 

8. If the business is an economic failure, to liquidate it. 

Obviating the causes of failure — In the preceding chapter 

we enumeiated the causes of ^failure and in discussing them 
pointed out practicable measures by means of which they 
could m most instances be obviated. The best technique in 
reorganization is futile unless the plan of reorganization goes 
to the root of the trouble. The successive reorganizations 
in the early history of the Philadelphia & Reading Railroad 
furnish an apt illustration. This company failed three times 
between 1880 and 1895, and during that time was in the hands 
of a receiver for ten years. The Atchison, Topeka & Sante 
F6 Railroad wont through three reorganizations, the first 
two of which ’were not accompanied by foreclosure. It 
probably ought to be added that in both cases the successive 
misfortunes were due in pai't to the continuing boldness of 
the directors of the reorganized companies in pursuing an old 
policy of expansion. But in both cases a more drastic reorgan- 
ization would have helped the economics of the situation and 
probably would have chastened the spirits of the directors.^ 

In the industrial field, the American Writing Paper Co. 
and its successor, the American Writing Paper Corp., furnish 
examples of ineffective reorganization due to failure to remove 
fundamental weaknesses. 

Bepainng damages. — Obviously, few failures of corpo- 
rations can be attributed to causes beyond the control of the 
directors. If it can be established that directors are per- 

* Tlw claim is made that today it is well-nigh impossible to reorganize soma . 
of the many rnilroads which went into banliruptoy during the thirties, after 
earlier reorganizations, so deep-rooted in the entire mdustry are the causes of 
faihuo. Foi example, the directors of the Chicago, Milwaukee & St, Paul, 
which was icorganized in 1928 and went into bankruptcy in 1987, claimed that • 
the increase in wages and the incidence of social security and railroad retirement 
taxes so leduoe* the oaramgs available for interest as to make it impossible to ' 
leorgani^e the property Sec Investigation of Railroads, Holding Compaiues, 
luad Afi^tcd Compames, (1939), p 6631. See also page 770. 
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sonally responsible for the causes leading to failure, they 
should be called to account in legal proceedings, in order that 
money will be forthcoming to make good the damage, as far 
as money is_ able to do so. The carelessness of stocldiolders 
in asserting their rights in this respect has become traditional. 
For example, the stockholders of the New York, New Haven 
& Hartford Railroad were notified in the annual statement for 
1914 sent out to stockholders, that "counsel are also carefully 
fconsidering whether, in the testimony obtained by the Com- 
mission or elsewhere, evidence can be found that will enable the 
Company to bring an effective suit against any other parties 
to recover funds alleged to have been improperly diverted 
from the Company’s treasury.” In 1915 an annual report 
was sent to the stockholders containing the statement that the 
suits for restitution were to be dropped by the directors, and 
the stockholders were notified that they would be given an 
opportunity at the annual meeting to pass on all the trans- 
actions of the directors. In spite of this notice, no action was 
taken at the meeting by the stockholders, but several years 
• later they instituted suits against old directors and claimed 
that they had never been notified of their opportunity to 
object to the discontinuance of the suits by the corporation 
itself. ' 

Sati^ying claimants . — We shall see when we study the 
methods applied in reconstruction, that a procedure has been 
developed to give the company and the persons having claims 
against it ample time to negotiate with one another to reach a 
plan involving as large concessions as are practicable on the 
part of aU claimants. Some are in a position to insist upon 
smaller concessions than others; some even need make no con- 
cessions at aU, and where such claimants exist, the final plan 
must provide the pound of flesh they can exact. For example, 
the expense'"! of administering a failed concern are very large.® 
The fees of the receiver, court costs, and even the money sup- 
plied by people who have made advances to the company to 

’The expenses of the Southern Railway reoigomzation of 1894 weie esti- 
mated at $2,350,000. S Daggett, "Railroad Reorganization," paige 182 
The fees and expenses paid in the 1929-1930 reorganization of tho Cuba Cane , 
Sugar Corporation amounted to $1,071,052 24 For enlightening mfoimation ' 
on the costs of leoigonizations and the various emoluments that flow from the 
dontrol of a reorganization, see Seouiities and Exchange Commission Report 
, on the Study and Investigation of tho Work, Activities anfl FunoUons of 
' Prpteotive and Reorgamzation Committees, Part I, made pursuant to See. 211 
of &e Secunides Ex^ange Act of 1934. 
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enable it to carry on its operations while it is in the midst of 
reconstruction, must be paid on demand. The State will not 
postpone its claim for taxes. Whatever else is done, one of 
the objects of the reconstruction is to find the cash to meet 
these insistent demands. 

Promd/ing new management. — Ordinarily, a new manage- 
ment will be necessary to inspire confidence. Sometimes the 
trouble arises from causes beyond the control of the manage- 
ment; but even in such cases a new group of diiectors and 
officers will help to inspire confidence. In many of the older 
railroad reorganizations a new management had been brought 
in at the eleventh hour before the collapse. But the trouble 
had gone too far to be remedied without a receivership and a 
reorgamzation. ' In such cases the management of the railroad 
after the reorganization had taken place was entrusted to the 
men who were brought in at the eleventh hour. For example, 
in the reorganization of 1895 of the Baltimore &* Ohio Rail- 
road, Mr. J. K. Cowan was retained as president; he had been 
made president only a short time before the appointment of 
the receiver. 

Providing fixed and working capital . — If the cause of fail- 
ure is a lack of fixed and working capital, some plan must be 
adopted to briilg in sufficient funds. As we shall see, in most 
cases new capital is acquired from people who already have 
invested in the concern. Even in very small businesses, mate- 
rial men and the makers of machinery are often induced to 
give further credit to a failed concern Where it can be shown 
that such assistance is indispensable. If these creditors are 
assured that a new management will run the business effi- 
ciently, two reasons may be found to justify further extension 
of credit; (1) the new investment may save the old invest- 
ment; (2) the new management may rescue a customer who 
in the future will be profitable.’ 

• John K Barnes, in World’s Work (repiinted mlMerary Digest, April 6, 1924) 
tells the following story about Andrew W. Mellon, Secretary of the Treasury: 

He WB8 Bont by liis fntber to investigate a loan that had been made to a bueiness man who 
was having ditboulty to moot bis interest payments J udge Mellon sent Andrew to get all the 
facts and to form an upimon as to how they could get their money back Ho told him to stay 
as long os was necessary (The buy was loss than twenty yrars old ) He stayed a wo(dc with 
the man, learned all about hie business, and, when he returned, told his father that the way to 
get their mouev basic was to loan the man gi0,000 mnro The man, he said, was honest and 
able, and sJI that the business needed to make it suieessful was mors capital The additional 
money was supplied, the business prospered, and when that man died he loft more than 12,000,- 
000 Some httto time later thoie was some reason to feel appichension regarding the first loan 
that Andrew hinSielf had made Judge Mellon remarked to one of the dorks in the bank that 
he hoped “Andrew's loan” would go bad — “It would be a good lesson to him ” But “ Andtsw's 
loan" didinot go bad, and in a very few years Andrew bad taken the entire management of the 
bai^ off his father's abouldem and the Judge hod prsoiloallv retired 
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Recomtruction of fmanaal plan, — Finally, if the company 
has been trying to support a capitalization too large for its 
earnings, it must arrange a financial plan that prospective 
earnings can support. The solution of this problem is to 
reduce the fcapitalization. Wlio shall bear the sacrifices of 
surrendering securities, and how much of a paring down of 
capitalization will be necessary, aie questions which always 
arise. Then there is the question of what securities will be 
given to the people who provide new funds; for new funds in 
such cases are neaily always necessary. All these questions 
we shall take up later, m the couise of our discussion of 
reorganization.^ 

Liquidation . — Sometimes the case is hopeless; no curatives 
will avail; all that can be done is to give thfe remains decent 
burial. But this is not as easy as it seems. The object to be 
attained is to discontinue the business as quickly as possible in 
order to prevent unnecessary losses, to turn the assets into 
cash, and to distribute the proceeds as the claimants are 
entitled to them. The methods of doing this we shall describe 
later. The old saying, “better fight and run away and live 
to fight another day” is veiy appiopnate to business. If it 
becomes apparent that the business is a losing fight, that its 
conduct will involve continuous losses loading to insolvency, 
the most valorous thmg to do is to wind it up immediately — 
even before it has become insolvent. A good example of the 
causes leading to liquidation is furnished by the Carbon Steel 
Company, which was organized in 1873 and until 1920 was 
active in the manufacture of high grade steel. It specialized 
in armor plate, protective deck plate, gun forgings, and other 
ordnance equipment. The company was one of the heaviest 
producers of war munitions and equipment in the Pittsburgh 
district during the World War, and its forgings for rapid 
fire guns are said to have been the best.* With the declaration 
of peace, and later the success of the disarmament conference 
at Washington, the market for products of the carbon plant 
dwindled to the vanishing point. President McKnight said 
that to change over the machinery equipment to peace 
uses would have required an outlay of from $7,000,600 to 
$ 10 , 000 , 000 .'* 


* See pages 782 e< aeq, ' 

'* Per outhne of method of dissolution, bob page 768. 
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Methods of reconstruction. — The methods .of reconstruc- 
tion — as we have used that word above — may be divided into 
two classes* (1) negotiated reconstruction; those that do not 
involve the intervention of a court, and (2) litigated recon- 
struction; those undertaken with the assistance of a court. 

In every case, to be sure, collateral proceedings may be 
brought in a court of law or equity; but the line of division 
here suggested is that between proceedings which are based 
chiefly on negotiation, and those which invoke the sanction of 
the law to enforce the plan of reconstruction. For example, 
the reconstruction may consist of the removal of directors 
and the sale of new securities, in addition to which a legal 
action may be started against the old directors to recover 
damages for fraud or neglect. The action in such a case is a 
collateral matter, and the reconstruction itself would come 
under the heading of negotiated reconstruction. 

We may now subdivide the two main classes as follows: 

I. Negotiated reconstruction. 

A. Managerial reconstructions, or those involving no 
saenfiees on the part of owners or claimants. 

B. Readjustments without a receiver, or those which do 
involve some change in the rights of owners, or owners and 
claimants, to tlie property, and which are brought about with- 
out the intervention of a receiver. 

II. Litigated leconstruction. 

A. Readjustments with a receiver, or those which 
involve changes in rights and which cannot properly be nego- 
tiated without putting the property mto the hands of a receiver. 

B. Reorganizations imder Chapters X and XI of the 
Bankruptcy Act. 

C. Reorganizations or reconstructions accompanied by 
foreclosure or sale of the property. 

Some legal expedients. — Before we proceed to describe 
these methods of reconstruction, we must pause to explain 
some legal expedients which may be used in coimeotion with 
some nf them. 

Fundamentally, all persons interested in a business are 
either owners or creditors.® If creditors wish to enforce their 

‘ It IB hardly neooasary in a book of this kind to make the nice distinctions 
between the relation of creditor and debtor, the relation of trustee and bene- 
ficiary, and other relationships, that would be made In an eichaustive Isgd 
text. The statement in the text is sabstantially true. 
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rights by seizing property, they must establish themselves as 
creditors in a legal way. Either they must prove that they 
have a lien of some kind — usually a mortgage — or they must 
reduce their claim to judgment by bnnging an appropriate 
action.’' Sihce a judgment constitutes a lien against the 
property of the judgment debtor, we may say that creditors 
ordinarily cannot force action till they have a Hen. But when 
they do have a hen securing a past due debt, they may cause 
the sheriff or other executive officer to seize and sell the prop- 
erty on which the lien rests. If, for example, A obtains a 
judgment against the X company for $10,000, A may cause 
the sheriff to seize enough property to satisfy the claim and 
to cover aU expenses.® But if the property of a large business 
is seized and Hens foreclosed, the unity of the business property 
wiU be broken up and the business wiU losp not only the value 
of the bare property but also the value of the organization as a 
whole, which depends upon the use of all the property. 
Moreover, the property sold at a forced sale would not yield 
nearly as much as it cost, and the fact that the business was 
being disorganized would frighten customers into beHeving 
that the quality of products and service wiH be lowered.® 
The only way to prevent this tram of unfortunate results is 
to protect the property against haphazard seizures and to 
undei'take a thoroughgoing reconstruction that will yield an 


’ The law provides that m some oases an attachment may be made before 
a Judgment is obtained. This means that when the judgment is obtained, 
the date of the lien reverts back to the date of the attachment From a 
legal standpoint the date of the hen is impoitant, for the rule is "pnority in 
tune gives piiority m equity " The creditor who has the prior hen, even 
though his pnority is measured in seconds, has a better cloun to the property 
for the full amount of the debt secured by the hen, than have subsequent 
honors. The State laws are not uniform on the question of the circumstances 
under which attachments may be made. 

* It IS hardly necessaiy to add that a judgment is no better than any other 
hen and that if property on which a pilot hen rests is seized to satisfy a judg- 
ipent, the property must be sold subject to the piior hen, which moans that 
tiie purchaser at the execution sale would get only an equity in the pioperty, 
worth the difference between the total value of the piopeity and the amount 
of the debt secured by the prior hen. 

* The small amounts available for creditors m bankruptcy oases reflect the 
lepults of forced sales In the fourteen years ended June 30, 1933, there were 
631,439 bankruptcies in the United Slates, liabilities of which totaled ®10,776,- 
666,000 The assets realized in all bankruptcies amounted to $1,079,801,000 
Of this sum creditors looeived $814,849,000, or an average of about 7.66 cents 
per dollar of liabilities See also footnote 27, page 763, 
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efficient business, one that can inspire and retain the confi- 
dence of creditors and custonaers. 

To meet these conditions, three legal expedients are open — 
assignment for the benefit of creditors, receivership, and 
bankruptcy. “ 

Assignment for the benefit of creditors. — An old-fashioned 
legal expedient to prevent individual assaults by creditors is 
the assignment for the benefit of creditors. If A, for 
example, is beset by clamormg creditors and fears that’ 
some will get advantages over others simply because the 
former are more aggressive, he may assign all Ids property to 
some person “for the benefit of creditors” — ^that is, for the 
benefit of all creditors. Under such circumstances a vindic- 
tive creditor gets’ no advantage, because there is no property 
in the hands of a debtor on which a judgment might rest as 
a lien. The assignee administers and sells the property and 
distributes the proceeds to the creditors in accordance with 
their respective rights. Since a receiver protects the prop- 
erty in the same way as does an assignee, and since a receiver 
moves in accordance with the order of a court and is there- 
fore protected against the chance of making mistakes, the 
expedient of an assignment for the benefit of creditors is not 
now frequently lised.^® 

Receivership. — When any property is in danger of depre- 
ciation through neglect or through disputes as to claims 
against it, any person interested in it may ask a court of equity 
to take care of it till it can be liquidated or properly admin- 
istered without the aid of a court. Equity receiverships are 
usually resorted to when the debtor, while solvent,, does not 


w Banlcruptoy may be regai-ded. as an expedient to pievent disintegration, 
though in most mstannes it is a method of completely wmding up an insolvent 
business Heoigamzation under Chapters X and XI of the Bankiuptoy Act, 
discussed <is a method of reconsti action on pages 766 et seq , may also iic 
X'Ogaidpd as a legal expedient 

“It should be noted that an assignment for the benefit of creditors is 
considered here ineiely as a legal expedient foi pi eventing piecemeal dissipation 
of the property through individual actions by the creditors. Readjustments 
through''creditor management by use of assignments is discussed on page 7G1 
“ Anolhci reason for the disappearance of this expedient is that an assign- 
ment for the benefit of creditors, under the Bankruptcy Act, is a so-called 
"act of bankiuptoy” upon which a petition in bankruptcy may be predicated. 
Since, then, an assignment will almost inevitably lead to a bankruptcy decree, 
the bettei plan, is to get mto the bankruptcy courts m some more direct way. 
(See pages 766 et seq) 
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have funds t© meet its current obligations.*® If the equity- 
court does take control of the business, a receiver will be 
placed in direct charge. In other words, a receiver is an 
ofl&cer of the court holding property for the court and attend- 
ing to the ’details of its management. While the receiver 
holds the property, no person can proceed against it without 
the consent of the court. Thus a receivership effectually 
prevents the dissipation of property through haphazard 
Seizures.** Moreover, the receiver can retain possession 
of the property until a plan of reconstruction is worked out, 
or until the property can be liquidated.*® 

Objects of bankruptcy. — ^Bankruptcy proceedings con- 
stitute a method of reconstruction or liquidation, and since 
they are conducted according to the formal rules of a statute, 
we may describe them in full here as a legal expedient. 

Originally, bankruptcy was a method by which creditors 
acting as ar group took over an insolvent debtor’s property to 
di-vide it among themselves in the order of and in proportion 
to their claims. Later there was introduced the idea of the 
rehabilitation of the debtor; that is, if the debtor was not 
guilty of fraud, he was discharged from the proportion of his 
indebtedness which his assets did not cover. Then, under the 
present Bankruptcy Act, there was introduced the new idea of 
protecting the whole class of creditors against aggressive 
individual creditors. The theory of the present bankruptcy 
law may be said to be this: if a debtor is declared insolvent — 
totally insolvent, as that term was defined in the previous 
chapter — ^his condition of insolvency must have arisen some 
time pre-vious to*the open declaration of insolvency, and since 
when insolvency exists all the debtor’s property belongs to the 
creditors, maclidnery must be pro-vided and is provided by the 
Bankruptcy Act, to crystallize the relative position of creditors 
at the time, approximately, when the insolvency began. The 
Bankruptcy Act fixes this time arbitrarily at four months 
before the petition in banlcruptcy is filed. Practically, then, 

'3 Equity receiverships are less frequently used since the amendment of the 
Bankruptcy Act permitting reorganizations and arrangements withoqt bank- 
ruptcy. Sea page 706 el seq A receiver may be appointed for any form of 
buouiess, includmg a Massachusetts trust. 

1 * -VlHiere large corporations having property in various jurisdictions are 
to be protected by a receivei, it is usual to apply for an ancdlary receiver 
in the court of every jurisdiction in which property is located. 

“ Receiverships sometimes run for long periods The Second Avo R R. 
of Y. was in the hands of receivers from 1909 till the company was reorgan* 
hed in 1930. 
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liens obtained after that time are nullified in the bankruptcy 
proceedings. 

The importance of this provision of the Bankruptcy Act 
is not appreciated by laymen, and books on corporation 
finance have generally omitted all mention of the principle. 
We can well afford to give to it the space that a simple 
illustration requires. 

The following transactions take place on the dates men- 
tioned, X being interested in all of them. 

January 1, X buys from A $10,000 of goods on credit. 

February 1, X gives B a mortgage on his factory to secure 
a loan of $10,000 made the previous year. The mortgage is 
immediately recorded. 

February 15, X gives C a mortgage on household furniture 
to secure money borrowed in the previous year. 

March 15, X gives a chattel mortgage on his machinery to 
D, to whom he owes $10,000 for goods purchased the’ previous 
year. 

April 1, X buys $10,000 worth of goods from E and gives a 
mortgage on his home as security. 

May 1, F obtains a judgment against X for $10,000 for 
injury to F in an automobile accident. 

June 6, A obtains judgment for $10,000. 

July 1, O', H, and / file a petition m bankruptcy against X 
and shortly thereafter X is adjudicated a bankrupt. 

All liens on X's property obtained within the four months 
prior to July t will be nullified, except those given to secure 
a debt arising from an increase mX’s assets contemporaneously 
with the creation of the lien. For example, since E increased 
X’a assets by delivering goods to X when the mortgage was 
received, E’s mortgage will stand. If, however, E had sold the 
goods on credit and the next day had discovered X’b position 
and had demanded and received a mortgage, the lien of the 
mortgage would be nullified an the banki-uptcy proceedings. 

F’s judgment would be good only as a debt and not as a 
lien. In other words, F would share in the property of X 
with the pther general creditors. . ^ ^ 

D*8 chattel mortgage would be nullified, since it was given 
during the four months period. D would share in the proceeds 
with the general creditors. 

The mortgq^ges to B and C would stand as prior claims on 
the properties mortgaged, since while the mortgages were ' 



766 FINANCIAL ORGANIZATION AND MANAGEMENT 


given for antecedent debts, they were given and recoided pre- 
vious to the four months period. The hen of A’b judgment 
would be nullified and A would claim only as 'h general 
creditor. • 

To indicate another object of the present beneficent Bank- 
ruptcy Act, we may assume that on June 15 X sold his 
machinery to M — the machmery on which D had a chattel 
mortgage. We said above that D's chattel mortgage would be 
nullified because it was given within the four months period. 
But the Bankruptcy Act provides “ that a lien of this kind, 
while nullified as against the interests of the general creditors, 
will be preserved for their benefit against individuals who 
might get some advantage by the destruction of the lien. 

In this case M bought the property with a chattel mortgage 
on it. He will not be injured if the lien is pioserved, for he 
took the property subject to the hen. On the other hand, as 
against 2), the lien is nullified, for otherwise D would get an 
advantage over his fellow creditors. If the machinery is not 
worth more than $10,000, the entire value goes to the estate 
of the bankrupt because of D’s claim, to be divided among 
the creditors. M would be a creditor — assuming ho did 
not enter into the transaction fraudulently — ^for the amount 
of the purchase price, which ho would prove^ as a debt against 
the bankrupt’s estate. 

Bankruptcy procedure. — ^Bankruptcy proceedings may bo 
initiated by the insolvent or by his or its creditors. 'All 
persons and corporations except railroad, moneyed (insurance 
and banking), and mumcipal corporations, may go into 
bankruptcy voluntarily. Involuntary proceedings may not 
be entered against railroad, moneyed, or municipal corpora- 
tions, or against wage-earners or farmers. In the case of 
voluntary proceedings, the petition to be declared a bankrupt 
is filed, and the adjudication usually follows as a matter of 
course; from then on the proceedings are the same as in 
involuntary bankruptcy.” 


Soe Bankruptcy 'Act, Sec 67 A full discussion will be found in the 
Prentioe-Hall Bankruptcy Servioe 

” Instead of going into voluntary bankiuptcy, ooneorns usually got some 
friendly creditors to biing the action Two loasons account for this: m tho 
first place, the debtor gives tho appearance of working harmoniously with 
his oieditors, and in the second place, a voluntary bankpiptoy precludes a 
discharge m a futuie bankruptcy unless at least six years have mtorvoned 
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In eases of involuntaiy bankruptcy, the petition is filed by 
three creditors having claims aggregating $500 or more in 
excess of the value of securities held by them, or where there 
are less than twelve creditors, by one creditor with a claim of 
at least $500. It must be shown that the debtor owes in the 
aggregate at least $1,000, is totally insolvent, and that a 
so-called act of bankruptcy was committed within four 
months of the fihiig of the petition. These acts of bankruptcy 
may be enumerated as follows' . 

1 Tiansfcirmg or coiicealmg property with intent to 
defraud creditors 

2. Giving preferences to certam creditors 

3. Pei nutiang creditoi s to obtain through legal proceedings 
any levy, atta(!hment, judgment, or other hen, and not 
vacating or dischargmg the same within thirty days. 

4. Making an assignment for the benefit of creditors. 

5 Permitting, or suffering voluntarily or involuntarily 
the appointment of a receiver or trustee while insolvent or 
unable to pay debts 

6. Making a statement in writing, admitting insolvency 
and declaring willingness to be declared a banlcrupt. 

It is not always necessary, under the statute, that the 
involuntary bankrupt should have been insolvent at the time 
the act of bankruptcy was committed or at the time the 
petition was filed. For example, it is not necessary that the 
alleged bankrupt should have been insolvent at the time he 
convoyed or removed property with intent to defraud his 
creditors. Under the second, third, and fif'Jh acts noted 
above, however, insolvency at the time of the commission 
of the act of bankruptcy is essential. 

Usually, as soon as the petition is filed, a receiver in 
bankiuptcy is appointed by the bankruptcy couit^® to take the 
property and to hold it till the trustee in bankruptcy is 
selected. The latter is an officer elected by the creditors 
at their first meeting, to hold, and where necessary to recover, 
the property, to turn it into cash, and to distribute the pro- 
ceeds acQording to law. After the proceedings have been 
begun, the court turns over fin-ther control of the administra- 
tion to a referee in banlcruptcy — a rumor officer with certain 

Tho Fedeinl dwtiiot courts aro given sole juiisdiction over bankniptoy 
proceedings, though tho proper bankruptcy official may bring and defend col- 
lateial actions, such ns an action to recover property, in the State courts. 
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judicial powers. He may make practically all orders neces- 
sary to promote the settlement of the bankrupt estate, though 
he may not discharge the bankrupt. The assets ale sold and 
the proceeds distiibuted according to law. This means, in a 
general way, that the expenses of the bankiuptcy must first 
be paid in full, that taxes must then be paid, that secured 
creditors must next be paid in full out of theu security, and 
that finally the remaindei of the estate is to be paid to the 
general creditors in proportion to their claims.^’ If the 
bankrupt has not been guilty of fraud, he is discharged from 
all liabihty except for certain classes of debts that, with the 
exception of taxes, are so unusual that they need not be 
mentioned here. Corporations as well as mdividuals may be 
discharged in bankruptcy “ 

Dissolution proceedings. — Sometimes solvent corporations 
are dissolved, either because the business is shown to be 
unprofitable and to be leading towaid insolvency, or because 
the owners wish to retire, or because taxes are burdensome, or 
because some othei reason makes the continuation of the 
business under the corpoiate form inexpedient. In all such 
cases the dissolution follows the method prescribed by the 
appropriate statute of the State where the company was 
organized. Usually pursuant to a vote of the stockholders, 
the directors wind up the company, pay the debts, and dis- 
tribute the remainder of the assets among the stockholders 
Some formal final stop may bo required, such as publication 
of notice of dissolution in a newspaper and filing of appro- 
priate records m the pubhe office in which the certificate of 
incorporation was originally filed.*^ 

Distribution upon dissolution. — ^The statute under which 
the dissolution is effected may indicate the order in which 
claims must be paid. If no order or preference is prescribed, 

“ Certain wage-earnere have piior claims under the terras of the Bank- 
ruptcy Act. See, goneially, Section 64 of the Act 

“If one or more, but not all ot the geneml partners of a paitnership are 
adjudicated bonkiupt, the partneiship piopeity is not administered in bank- 
ruptcy except upon consent of the general partner or paitneis not adjudged 
bankrupt; but the gontnol paitner or paitneis not adjuioated baiskiupt must 
deliver the partneiship business as expeditiously as possible and aocoiml for 
the interest of the general partner or partneis adjudged banknipt. 

Sometimes actual liquidation is spread over a oonsideiable peiiod of time. 
Milliken Bros , Inc,, a bridge company, started liquidation in 1913 and m 1918 
had only partly fimahod distributing the proceeds of its asspts to tho prefened 
' stockholders 
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the general rules of distribution are followed. These require 
that debts which are secured by liens must be satisfied out 
of the seclirity, before the claims of unsecured creditors are 
paid After payment of secured and unsecuied creditors, 
what remains is divided ratably among the stockholders m 
proportion to the number of shares held by each. Preferred 
and common stock share alike, unless some preference in 
distribution is given to one class of stockholders. The 
preferences are found usually in.the articles of incorporation 
01 in the contiact under which the shares are held. Thus, a 
ceitificate of incorporation may provide that “upon dissolu- 
tion, the preferred shall be paid in full at par before any 
amount shall be paid on account of the common shares.” 
This gives the preferred stock a preference as to assets, but 
laises this question, have the preferred stockholders aright 
to share m any surplus beyond the amount required to pay 
all capital contributions? The courts in this country seem 
mclined to view the provision that, on dissolution, the 
prefeired shareholders be paid in full befoie the common, as 
impliedly taking away from the preferred stockholders the 
right to participate in surplus assets. After payment 
of the preferred, the remaining capital would go to the com- 
mon stockholders’. Sometimes a provision is found in the 
articles of incorporation, to the effect that the cumulative 
preferied stock shall be entitled to bo paid in full the par 
value of their stock and all unpaid dividends accrued thereon, 
before any distribution shall be made on the common Kstock. 
Such a provision entitles the holders of preferred stock to the 
pai' value of their shares plus any dividends which have 
actually been earned and are unpaid, before anything can be 
paid to the common shareholders. 

Distnbution of assets between holders of fully and 
partially paid stock. — Two more questions arise as to distribu- 
tions among stockholders upon dissolution. (1) what is the 
standing of stockholders who have paid a premium on their 
stock; and ( 2 ) what is the standing of stockholders who have 
only partjally paid for their shaies? The answer to the first 
question is that premiums paid above par should be disre- 
garded in ascertaining the shareholder's proportion in distribu- 
tion. The rule to bo applied in answering the second question 
is that on dissolution, partially paid stock must equalize 
itself with fully paid stock of the same class before paxtioipat- 
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mg in distributions of depleted capital.®® This rule may be 
clarified by the following example; A and B are sole stock- 
holders of Corporation X. A has subscribed and paid for 
$l,000,000>of stock, and B has subscribed for $500,000 and has 
paid $260,000 on his subsciiption The corporation dissolves, 
and aftei payment of all debts, $760,000 is left to be distri- 
buted to A and B. The company has suffered a loss of 
$500,000, or one-third of the total subscribed capital stock 
Therefore B should lose one-tthird of $500,000 which ho would 
have paid in, or $166,666%; hence he gets only $260,000 less 
$166,6662 3, or $83,333>^, leaving $750,000 less $83,333J3, 
or $666,666^^3, for A. A thus loses one-third of what he put 
in, and B loses one-third of what he should have put in. 

Reconstruction — ^investigation as a step. — Having dis- 
cussed briefly the legal expedients used m connection with 
reconstruction, we shall now describe the methods of recon- 
struction outlined on page 751. 

Where a company in distress wishes to avoid a liquidation, 
to preserve all the intangible assets by keeping the working 
organization, and to renew the vigor of the business with 
new management or new funds, the first step is to investigate 
the causes of the trouble and to find the means of obviating 
them. ‘ If the failure is likely to involve saferifices on the part 
of the owners or creditors, they will also wish to have a 
careful study made of the rights of the respective claimants 
The mvestigation in such cases may be said to bo partly 
economic and partly legal; the economic part really ascertains 
the causes of, the trouble and recommends the remedy, the 
legal part lays the foundation for future negotiations cover- 
ing the sacrifices which owners and creditors must make 
in achieving the remedy. Oftentimes the trouble is so 
severe that even before this step can be taken, a public 
announcement of the diflSculties of the concern must be 
made m order to get into action all the parties m mteiest. 

Managerial reconstruction. — ^The investigation, if made 
in due season, may lead to the conclusion that saciifices 
need not be made by creditors or owners, that thp troubles 
can be obviated if one or more of the following things be 
accomplished : 

1. Specific faults of present management remedied. 

This rule is pronounced in Pomngton v. Commonwealth Hotel Construc- 
tion Co., (1930) Del Oh , 161 Atl 228. 
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2. A now management installed. 

3. New capital obtained. 

4. A moratorium declared on debts. By this we mean, 
not that the debts shall be reduced or interest for.given, but 
that matui ities shall be postponed. If sacrifices involving any 
reduction of principal or interest arc suggested, the reorgan- 
izers will have a more difficult task on their hands than is 
contemplated by the form of simple reconstruction that is 
being described here. 

If the faults of the managers can be obviated without 
ousting the managers themselves, so much the better. But 
if a new management is needed,®^ and if the creditors are 
asked to withhold jiressing claims, some assura-nce that a satis- 
factory management wiU be chosen and kept in power may 
be exacted. The usual method of accomplishing this end is 
to turn over the control of the company through a voting 
trust to people who can be relied upon to maintain a compe- 
tent management. 

If new capital is needed, the old owners, or even the credi- 
tors, may bo asked to furnish it The best way to do this is 
to offer them not only satisfactory securities for their new 
cash, but, by way of bonus, to give some additional advan- 
tage in respect to the old securities to all holders who furnish 
the cash. 

Development of creditor committee management. — ^Dur- 
ing the industrial crisis of 1020-1922, many corporations 
faced insolvency because of tho decline in trade and the drop 
in commodity prices. Banks that had loaned money on 
invonloiics at inflated values found that in order to protect 
their interests they had to either force the dehnquent corpo- 
rations into bankruptcy or find some less costly and more 
speedy and efficient method of liquidating the debtor’s 
estate. They devised a system of creditor committee man- 
agement to solve the problem. Under the system, an agree- 
ment is entered into between the debtor corporation and the 

*> Tho following oxoerpl from Ftnandal America, August 6, 1915, mdioatos 
tho importacco of new management' 

Tbo Pullman Motor Coi Co , dofunot on Juno 1. 1914, with debts agerogating tl60,000, has 
boon tto icliabditated that it la now on a paying basis with all the creditors disohargod and is 
turning out over £00 touring rais and roadsteis a month and mot casing its productive capacity 
monthly at tho rate of 20 per cent The rehabilitation has been ellooted by H W Hayden, who 
was placed in olinigo oh general manager by Benjamin Strauss, who headed the Oroditoib' com- 
mittee, and bos been offooted without the inti oduction of any now onpitol The present number 
of employocB is twelve times the number whieh Hayden employed whan ho began operations. 
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creditors, wtereby control of the embarrassed business is 
turned over to committees chosen by the latter The agree- 
ment generally provides also for the subordination and 
extension of claims by creditors, and for advances of new 
funds by banks to provide tho company with worlang capital. 

Generally the mtcrnal organization of the company is 
not disturbed, only such changes arc made as promote effi- 
ciency and effect economies in operation. After a short 
period of operation under poUeies formulated by the ci editors’ 
committee, those in charge of managing the company deter- 
mine whether recovery under the new regime is possible, or 
whether reorganization or liqmclation is necessary. If reor- 
gamzation is undertaken, the creditors’ committee supervises 
the reorganization procedure and acquires representation on 
the board of directors of the new company. 

Creditor committee management with the aid of adjust- 
ment bureaus. — Creditor committee management, as an 
alternative for proceedings in bankruptcy, has received the 
support of the National Association of Credit Men. The 
"friendly adjustment” system, which is the name frequently 
applied to creditor committee management, has been devel- 
oped in lecent years so that settlement of embarrassed 
enterpiises can be handled by a creditors’ ebmmittce working 
through its own liquidatmg agent, an adjustment bureau on 
the approved list of the National Association of Credit Men. 
Throughout the country, the member associations of the 
National Association of Credit Men have created and fostered 
approved adjustment bureaus.®® These bureaus are special- 
ists in the field of liquidating insolvent estates and rehabilitat- 
ing embarrassed debtors. The cases handled are roughly 
classified as "extension cases” and “assignment cases.” 
In an extension case, the business of the debtor is kept going 

*'‘Thus the oieditois' oominitteo of the Brbokway Motor Tiuok Corp., 
appointed in 1930, operated under an agrccmcat which piovided that the 
creditors shall refrain from acting on then? debts for a throe yoai period, subject 
to lurther extension if approved by a majonty an amount of creditors In 
retuin, tho oi editors rocoived 6 per cent non-nego Liable notes for the face value 
of then accounts. TSie agieomont also provided for advoncos 'from banks 
totaling moie than $600,000, to fuiiush woikmg capital that would enable the 
ooipoiatiou to continue its operations. 

, For a detailed description of these buieaus, soo " What Price Bankruptcy 
A Plea for Friendly Adjustment,” by Thomas 0 Bilhg, CorndU Law Quaiterly, 
June, 1929 See also “In Defense of the Nation's Recejivablos,” published 
in 1927 by the National Association of Credit Men 
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through idle co-operation of debtor and creditors; in an 
assignment case, the business is liquidated under an assign- 
ment, or deed of trust, taken by a bureau manager as trustee 
for the creditors. 

Advantages and disadvantages of friendly adjustments. — 
Liquidation through a friendly adjustment is much simpler 
than through bankruptcy proceedings.^® The simplicity 
results in speedier settlements, reduced costs of admimstra^ 
tion, higher realizations in reducing assets to cash, and euitail- 
ment of fraud. One study of results attained through friendly 
adjustments as compared with those attained through 
bankruptcy proceedings showed that creditors in the case of 
friendly adjustments were paid five times the amount of divi- 
dends paid in banki'uptcy cases, at half the cost.®'' 

These advantages do not justify a conclusion that the 
friendly adjustment method should be substituted, in every 
case for bankruptcy proceedings. Bankruptcy affords a 
method of legal supervision ftnd furnishes certain protection 
against fraud that is necessary in the settlement of many 
insolvent estates. The leceivei appointed by a court is in a 
position to set aside questionable claims of creditors as well os 
burdensome and unprofitable contracts. The creditors' com- 
mittee does not have that power. Nor does it have the power 
to stop legal actions brought against the business by creditors 
who do not enter into the arrangement The appointment 
of a receivei immediately halts any action against the com- 
pany by creditors. On the other hand, the creditors' com- 
mittee has much more freedom than a receiver and can 
respond quickly in situations that require immediate action. 

The assignment executed by the debtor is an act of bank- 
ruptcy, which gives any three ci editors, with unsecm’ed 
claims aggregating $500 or more, the right to file against the 
debtor a petition for involuntary bankruptcy. The possi- 
bility of such action is, of course, a weakness of the friendly 
adjustment method. Another serious objection to the 
friendly adjustment is that those who take over the manage- 

’*Tho prococluro for ooiporato roorgamzation under Chapter X of the 
Baufcruptoy Act may prove to be more expedient than the old method of 
friendly ndjuatinonts See pago 772 

* See "Wliat Pnoo Bankruptcy. A Plea for Friendly Adjustment,” cited 
in footnote 25 Seo also "Friendly Adjustment and Bankruptcy,” by Saul 
Ridiard Gamer, Cornell Law Quarterly, December, 1930 
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ment of a defunct business subject themselves to damaging 
criticism in the event of an unsuccessful administration. 

Voluntary readjustments. — Fiequently the causes of fail- 
ure cannot be obviated without sacrifice on the part of the 
owners or creditors. For example, the interest on bonds may 
be altogether too great to be borne by the company, however 
faithfully it is managed. This situation is likely to arise where 
bonds were sold in the first instance at an unreasonably large 
discount. The bondholders, must cither entirely forego part 
of the interest, or commute the interest on part of the bonds 
for the contingent income of stock or income bonds. For 
example, in 1912 the earnings of the Hudson & Manhattan 
Co. were evidently inadequate to meet the demands being 
made on the company by the mortgage bonds. The holders of 
these bonds were induced to accept in place of one-half of their 
holdings an equal amount of income bonds, the interest in 
arrears oh which for a certain number of years was non-cumu- 
lative.®® In 1939, the Baltimore & Ohio R R. succeeded in 
effecting an $11,000,000 reduction in annual interest charges, 
and in obtaining an extension of maturities, by a voluntary 
readjustment plan involving securities valued at $542,812,328 
In the reorganization of some Massachusetts textile mills, 
the stockholders agreed to a reduction of 'the capital stock 
by a certain percentage, and authorized the directors to offer 
the surrendered shai'cs for sale to old shareholders or to 
bankers. Thus, through the sacrifices of the stockholders 
the corporations acquired capital without inci easing then 
outstanding stock or adding to their indebtedness. 

The main reason why security holders can be persuaded 
to make such sacrifices usually is that the facts clearly prove 
that the sacrifice must be made, and that if not made volun- 
tarily, it will be forced and the cost of forcing will simply 
increase the loss. In other words, a voluntary readjustment 
saves the cost of receivership.*® 

Readjustments with a receiver. — Often, some plan of 
reconstruction involving actual sacrifices can be devised and 
all parties can be. made to agi'ee to it, if ample tim§ is avail- 

“ See C W Geistonbeig, “Matonals of Corporation Finance,’' pages 933-963 
» The chief difficulty of a voluntary loa^ustmont is that it loquues the 
consent of practically all the oieditora The pinvision iii the Bankruptcy 
Act for corporation reorganization (see p 767) seeks to overcome this obstacle 
by compelling mmoiity creditors and stockholders to accept the plan of 
''leoigomzation See also footnote 35, page 771. 
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able for investigation and persuasion. To guarantee that no 
rights will bo lost during this period, a receiver is appointed.^® 
The practical effect is to crystallize the legal and equitable 
rights against the property as of the day on which the receiver 
was appointed. To be sure, changes may be made later 
on account of positions being changed or lights enforced. 
For example, bondholders may consent to the sale of property 
covered by their mortgage but released fiom the lien for the 
purpose of the sale; or during othe receivership it may be 
decided to foreclose the mortgage on a small part of the 
property in ordci to get rid of bothersome security holders 
who have a subsequent lien on that property. But a receiver- 
ship generally preyents rights from changing through mere 
passage of time.” 

Before or after the receivership proceeding has been 
instituted, the various classes of security holders and creditors 
may form committees to protect their respective interests. 
The discussion of committees in reorganization (page 774) 
outlines the formation of such committees and the manner in 
which they proceed to formulate a reorganization plan. 

Frequently, when a plan is being prepared no decision is 
made as to whether it will be enforced through foreclosure 
(see page 774) or whether the security holders will be asked to 

•"> Boforo tho 1934 amcndmenla of the Bankniptcy Act, the most common 
and Rcnprally raoet pfTooUvo way of reorganizing a ooipointion was through 
equity ipeoivoiBhip in tho Fodernl courts, popularly known as “fiiendly equity- 
suits ” Booigniiization by such equity icoctvcrships has not been outlawed by 
Chapter X of the Bankiuptcy Act, but the new proceduie is now generally 
followed See page 767 et seq ’ 

Tho expeiience of the Amencan Sumatra Tobacco Co illustiotes a volun- 
tary readjustment with a receiver In 1925 the company had practically no 
indebtedness outstanding except 82,600,000 five year 7)4 pei cent gold notes 
which were about to become due Ample lesources were available to assure 
the ultimate payment of the notes The company was also m a stiong ouirent 
position, but m spite of its appaicntly favoiable situation, the directors wore 
unable to piovido for the payment gi refunding of the maturing notes, largely 
because of restrictive piovisions m the corporate charter The company was 
incoipoiatcd in Georgia in 19ld The charter, among other lestiictive provi- 
sions, prevented the giving of any satibfaotory security for a refunding loan 
■without the unanimous consent of the preferred stockholders After unsuccess- 
ful attempts to raise suflioient money to meet or to refuhd the maturmg notes, 
the diicctors consented to an equity reeeivership as essential in order to protect 
the nglits of all interests Within a few months after the appointment of the 
receiver the notes weio paid off The company was leorganized under a 
ohartor that removed the cumbersome restrictions and a financial plan was 
adopted that avoided the imposition of any funded debt on which there would 
be hea-vy fixed charges. 
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accept it voluntarily. Much will depend on the sacrifices that 
the security holdeis are asked to make. Moreover, other 
questions may affect the plan of reconstructioi! and the 
method to be selected for enforcing it. For example, who are 
sponsoring the plan of leconstruction''’ Is the business cycle 
improving in a way to give promise that if the sacrifices ai’e 
made the concern will be successful?*® When it comes to the 
> final offer, the security holders may refuse the plan. They 
then are open to the danger of a worse and more drastic 
plan necessitated by the costs of the legal proceedings inci- 
dent to foreclosure.** 

Corporate reorganization under Chapter X of the Bank- 
ruptcy Act. — ^Reorgamzation of industrial corporations m the 
bankruptcy courts, without the stigma of bankruptcy, was 
first introduced by the addition of Sec. 77B to the Bankruptcy 
Act in 1934. This section furnished a simpler, less trouble- 
some ancl less expensive reorganization procedm-e than that 
previously available. It eliminated certain procedures which 
had impeded administration and caused undue expense in 
equity receiverships, it rendered unnecessary the fiction of a 
judicial sale as a means of effecting a reorganization; and it 
gave the courts power to scrutinize the compensation and 
activities of the persons who participated 'in reorganization 
proceedings. As a result of the legislation, hundreds of 
corporations were rehabilitated under Sec. 77B. Pour years 


“ Soo the plan of reorganization of the Baltinioie & Ohio Railroad in 1899, 
S Daggett, “Railioad Reorganization,” pages 1-30; and see for the agreement 
of reorganization, 'C. W Gorstenborg, “Matenals of Corporation Finance," 
pages 966-1000 

Dewing points out in his “Financial Policy of Corpoiations,” that the 
security holders of the Missouri Pacific rejected a voluntary plan of ieorgam~ 
zation and later were forced to accept the identical plan at a much greater 
cost See page 1111 

Unfortunately, whore a leoonstiuction is advisable but whoie it cannot 
be enforced through foreclosure proceedings, the chances of a voluntary read- 
justment are not very good For example, in 1910 a film of bankers proposed 
a leadjustinont of the American Hide and Loathci Co , the pieforied stock of 
which had claims for aircarages of dividends amounting to about 100 poi cent 
Shortly thereafter the management announced that all plans “wore off," smoe 
it was evident that the common stockholders could not bo peisuaded to listen 
to tho plan. , It was said that nothing would be done till the bonds of the 
oompany matuiod several years later, and tho oommitteo of preferred stock- 
boldois asserted that such a procedure would help them, for a foroolosuro would 
then undoubtedly wipe out the common stock mtorost ontiroly. However, 
^tho company was able to pay off its bonds at maturity. Tho capital was'not 
readjusted until 1925 See page 736, footnote 12 
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of experience, however, revealed certain defects which Congress 
sought to overcome in the 1938 revision of the Bankruptcy 
Act by the so-called Chandler Act Sec. 77B was changed 
and superseded by Chapter X of the revised Bnnlauptcy 
Act.®* This chapter also applies to the rcoiganization of 
pubhc utility corporations and intrastate railroads — that is, 
all railroads not eligible for reorganization under Sec. 77 of 
the Bankruptcy Act. 

Procedure for reorganization jinder Chapter X. — A corpo- 
ration may initiate the proceeding under Chapter X, in which 
case it is known as a voluntary proceeding An involuntary 
proceechng may be instituted by three or moie creditors who 
have claims against the corporation or its property which 
amount in the aggregate to $5,000 or more. A trustee under 
a mortgage, deed of trust, or indenture under which there are 
securities outstanding may also file an involuntary petition 
without the co-operation of any of the corporation's dreditors, 
if the securities outstanding under the indenture are liquidated 
as to amount and not contingent as to Habihty. No one may 
file a petition if one has already been filed by or against the 
corporation. 

The petition, whether voluntary or involuntary, must 
contain certain matters prescribed by the statute and must 
state why adequate rehef cannot be obtained under Chapter 
XI of tho Bankruptcy Act, dealing with “Arrangements," 
explained at page 772. The corporation may file an answer 
controverting the facts alleged in an involuntary petition. 
Individual creditors, indenture trustees, and stockholders, 
regardless of the size of their claims or holdings, may answer 
a voluntary or involuntary petition, controverting the allega- 
tion's in the petition. If the petition complies with the law, 
and has been filed in good faith, the judge must approve it. 
If the petition is contested, the judge must be satisfied that 
the material allegations in the petition are proved. The 
statute contains certain provisions to aid the judge in deter- 
mining when a petition is filed m good faith. 


Pot a summary of fclm philosophy of the corporate reorganization provi- 
sions of the Chandler Act, see Alfred N Heuston, “Coiporate Keorganizalion 
under the Chandler Act,” 38 ColumbwLavi Ifetitric 1109 See also John Gerdes, 
“Corporate Reorganizations: Changes Effected by Chapter X of tho Bank- 
ruptcy Act," 62 ^anard Law Rmew 1. Por complete information on the 
Bankniptoy Act, see Prentice-HaE Bankruptcy Service. 
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Upon the approval of a petition, the judge must appoint 
one or more disinterested trustees in every case in which the 
debtor’s liquidated and noncontingent indebtedness amounts 
to $250,000 or more. In cases where the indebtedness is less 
than $250,000, the judge may appoint one or more trustees, 
or he may continue the debtor in possession He may also 
appoint a director, officer, or employee of the debtor as an 
additional trustee for the pmpose of opeialing the business 
and managing the property ,of the corporation 

If the debtor remains in possession of the pioperty, it 
must file certain schedules which supply essential information 
with regard to the location, assets, and liabilitie.s of the estate, 
comparable to the information winch the trustee, where 
appointed, must file The debtor’s schedules also supply the 
names and addresses of creditors and stockholders. The 
trustee must make an investigation, if the judge directs him 
to, of the acts, conduct, piopeity, liabihfcies, and financial 
condition of the corporation, the operation of its business, 
and the desirability of its continuance, as well as of other 
relevant matters. Whether or not investigation is ordered, 
any facts ascertained by the trustee pertaining to fraud, 
misconduct, mismanagement, and irregularities and to any 
cause of action available to the estate must be reported to the 
judge. A statement of the report of any investigation is sent 
to creditors, stockholders, indenture trustees, and other 
persons, as the judge may designate. 

Procedure relating to plans. — ^Within a period of time fixed 
by the judge, the independent trustee must prepare and file 
a plan, or must report the reasons why a plan cannot be 
effected. He is aided m the preparation of the plan by sugges- 
tions and proposals submitted by the creditors and stock- 
holders. In fact, the trustee is required to give notice to 
the creditors and stockholders that they may submit to him 
suggestions for the formulation of a plan, or proposals in the 
form of plans. A hearing is hold on the trustee's plan at 
which objections may be considered or new proposals sub- 
mitted by any creditor, stockholders, or the corporation. 
Any plan which the judge regards as worthy of consideration 
must bo submitted to the Securities and Exchange Commis- 
sion where the indebtedness exceeds $3,000,000; in other 
cases, submission of the plan to the Commission is optional 
with the judge. After the Commission ha’s rendered its 
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advisory report, the judge may approve any plan which in 
his opinion complies with the Act and is fair, equitable, and 
feasible. More than one plan may be approved and sub- 
mitted to the creditors and stockholders, but no plicitation 
of acceptances of any plan may be made unless the plan has 
been approved by the judge. A time is fixed within which 
the creditors and stockliolders affected by a plan may accept 
it. The acceptance by two-thmds in amount of each class 
of creditois whose claims have^ been allowed, and, if the 
coiporation is not insolvent, by a majority of the stockholders 
of each class affected, is necessary before any plan can be 
confiimed and earned into effect. After the requisite accept- 
ances have been filed, the plan is confirmed at a hearing. 
It IS carried out subject to the court’s supervision and control, 
and IS binding upon dissenting creditors and stockholders. 

Mandatory provisions of a plan. — ^The Act prescribes 
certain provisions that must be included in every plan of 
reorganization, and indicates others which may be included. 
The following are the mandatory provisions : 

1. Alteration or modification of the rights of creditors 
generally or of some class of them. Provisions may be 
included altering or modifying the lights of stockholders, or 
some class of them 

2. Payment of all costs and expenses of admimstration 
and other allowances approved or made by the judge. 

3. List of claims, if any, which are to be paid in cash in full. 

4. List of claim, s or stock not to be affected by the plan 
and piovi.sion.s, if any, with respect to them. 

5. Treatment of any class of creditors affected by the plan 
where two-thirds of such class fail to accept the plan 

6. Protection of the interests of non-assenting classes of 
stockholders, if the debtor is not insolvent. 

7. Adequate means for the execution of the plan through 
transfer of the property to a successor corporation, merger, 
or consolidation with other corporations, or any one or more 
of a number of other general methods stated m the Act. 

8. Provisions with respect to the manner of selection of 
officers,/ directors, and voting trustees which are equitable 
and compatible with the interests of cieditors and stock- 
holders and consistent with public policy. 

9. Provisions in the charter of the corporation or of any 
successor corp'oration prohibiting the issuance of non-voting. 
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stock, and Insuring the fair and equitable distribution of 
voting power among the various classes of stock. In the case 
of preferred stock, adequate provision must bo made for the 
election of directors representing such pieferred stock in 
event of default in dividends. 

10. Fail’ provisions with respect to the terms, position, 
lights, and piivileges of the seveial classes of securities. 

11. Provisions in the chaiter requiring the issuance of 
financial statements aimuall^ to security holders, if the indebt- 
edness is at least $260,000. 

12. Retention and enforcement of claims belonging to the 
estate which are not settled or adjusted as part of the plan. 

Exemption from registration of securities. — Securities 
issued pursuant to a plan of reorganizatioh under Chapter X 
are exempt from registration under the Securities Act of 
1933 and from the requu’ements of the Act as to contents and 
use of prospectuses, if they are issued to security holders or 
creditors of the corporation in whole or in pai’t in exchange for 
their old securities or claims New issues sold by the reorgan- 
ized company for cash are required to be registered just as 
any other new issue of securities. 

Reorganization of public utility corporations under the 
Bankruptcy Act. — ^As previously indicated,* Chapter X of the 
Bankruptcy Act, discussed in the preceding paragraphs, 
provides the reorganization proceduio for publict utility 
corporations and for intra-state railroads, as well as for 
industrial corporations. The preceding explanation there- 
fore apphes to these classes of corporations, with the following 
slight modifications. The plan of reorganization for a public 
utihty corporation may not be approved before it has been 
submitted to any Commission having, regulatory jurisdiction 
over such corporation, and the judge, at a hearing, has con- 
sidered the objections and amendments, if any, offered by 
such Commissions In the case of wholly intra-state public 
utilities, no plan can be approved until the State Commission 
having regulatory jurisdiction over the debtor has approved 
the plan. The jurisdiction of the Securities and Exchange 
Commission under the Public Utility Holding Company Act 
of 1936 is in no way affected by the provisions for reorganiza- 
tion under Chapter X of the Bankruptcy Act. 

Reorganization of railroads under the Bankruptcy Act. — 
In 1933 the Bankruptcy Act was amended bythe ad^tion of 
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I 

Section 77 to provide a simple and effective method of 
reorganizing railroads in interstate commerce. Prior to 
1933, a railroad desiring to reorganize had to do so either by 
voluntary agreement with its creditors and security holders 
or through equity receivership proceedings and foreclosure 
or other judicial sale. These old processes of rehabilitation 
were not only expensive and cumbersome, but in many 
mstances wore rendered ineffective by the dissenters 

The procedure for reorgamzation of railroads under Section 
77, as amended, is similar to that provided for corporations 
reoi ganizing under Chapter X (see pages 767 et seq.) It vanes 
in some respects, however, principally because of the regula- 
tion of railroads by the Interstate Commerce Commission. 
Thus, a copy of the petition, whether voluntary or involun- 
tary, must be filed with the Interstate Commerce Commission. 
The appointment of a trustee or trustees must be ratified 
by the Commission. Before the acceptance of anyplan, the 
Commission must hold a pubhc hearing and render a report 
recommending the plan. The Commission, furthermore, has 
the power to value the property of the raih’oad, when neces- 
sary. It also is given the task of submitting to the creditors 
and stockholders any plan approved by the court. 

The following represent other variations from the reor- 
ganization procedure explained in the preceding pages : 

1. Creditors having claims aggregating 5 per cent of all 
of the indebtedness of the railroad may petition for a reorgani- 
zation of the corporation. 

2. No provision is made for appointment of a receiver, 
or for permitting the property to remain in the possession of 
the corporation. Rathei, the judge must appoint one or 
moic trustees to hold title to the railroad’s estate. 

3. The railroad must file a plan of reorgamzation with the 
court and with the Interstate Commerce Commission within 

** Although Sec 77 was designed to expedite raihoad reoiganizations, ' 
proceedings thereunder have been slow, pnneipally because of tlio lack of 
earning power and the unocitamty of future earnings of the roads Expenence 
with Sec 77 dcmonstiatod the nooessity for legislation to enable sound rail- 
loads to (dloot a plan of postponement or modification of matuimg obligations 
with the consent of less than all of the creditois, To meet this need, the Rail- 
road Adjustraonts Act was passed in 1989, by adding Chapter XV to the 
Bankruptcy Act Before enactment of the law, such adjustments could be 
made tliiough voluntary agreonionts or equity leocivcrahips only if there were 
no objecting creditors. The Act is a temporary measure, however, and will 
expire July 31, 1940. 
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six months dftcr approval of the petition. The court may 
extend the date, from time to time, for peiiods not exceeding 
six months. Plans may also be filed by tru&tdes, or by 
Cl editors oi stockholdeis constituting 10 per cent oi more in 
amount of any class, or by any interested paity with the con- 
sent of the Commission 

4. Before the judge may confirm a plan, it must be 
accepted by creditois of each class holding two-thirds in 

’ amount of the total claims o{ such class and by two-thirds of 
each class of stockholder 

5. Even if the plan has not been accepted by ci editors 
and stockholders, the judge may confirm the plan if it pro- 
vides fair and equitable treatment to those who reject it. 

Arrangements imder the Bankruptcy Act. — Corporations 
whose only problem is an adjustment -of unsecured debts 
may be reorganized under Chapter XI of the Bankruptcy Act 
as amended in 1938 by the Chandler Act. This section of 
the Act supplants the provisions of the old Bankruptcy Act 
dealing with compositions and extension of time for payment 
of debts. 

Procedure under Chapter XI. — The corporation in finan- 
cial difficulties files a petition with the proper court, stating 
that it IS insolvent or unable to pay its debt^ as they mature, 
and setting forth the provisions of the arrangement proposed 
by it. The court may appoint a receiver of the property, 
if necessary, or if a trustee in banlcruptcy has previously been 
appointed, the trustee may continue in possession. If no 
receiver oi trustee is appointed, the corporation continues 
in possession of Its property. The court is required promptly 
to call a meeting of creditors upon at least ten days' notice 
by mail to the corporation, the creditors, and other interested 
parties. This notice contains a copy of the proposed arrange- 
ment, as well as a summaiy of the balance sheet of the corpora- 
.tion. At the meeting, the judge or referee receives proofs 
of claims and allows or disallows them; he also examines the 
debtor, hears witnesses, and receives the acceptances of the 
proposed arrangement by the creditors. These acceptances 
may be obtained by the corporation before or after the filing 
of a petition under Chapter XI. 

If the arrangement is not accepted at the first meeting 
by all the creditors^ affected, it may be confirmed after 
acceptance in wnting"by a majority in number of ’all creditors, 
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representing a majority in amount, or, if the- creditors are 
divided into classes, by a majority in number and amount of 
all ciedilrfivs of each class affected by the arrangement 
After acceptance of the arrangement, the court appoints the 
receiver or trustee, or some other person, to iccdive and dis- 
tribute, subject to the control of the court, the moneys and con- 
sideration, if any, to be deposited by the corporation It also 
fixes a time within which the corporation must deposit the con- 
sideration to be distributed to the creditors, as well as the money' 
necessary to pay all debts which have priority, and all costs 
and expenses incmred in connection with the pioceedmgs 

The court is given ceitam powers thiough the exercise of 
which relief is afforded to the corporation. For example, 
it may peimit the rejection of executory contracts, authorize 
the rcceiveis or trustees, or the eorpoiation, if it is in posses- 
sion of the property, to lease or sell any property of the 
coipoiation upon terms approved by the couit;. enjoin or 
stay the commencement or continuation of suits, including 
suits to enforce liens where notice has been given and cause 
shown, and do other enumerated acts. 

Upon confirmation of the ariangement, the debtor is 
dischai-gcd from all unsecured debts piovided for by the 
arrangement, except undischargeable debts. These include 
taxes and wages earned by employees within three months 
from the commencement of the proceedings. If an arrange- 
ment IS not eonfirmed, the court may dismiss the proceedings 
and direct that the bankruptcy be proceeded with pursuant 
to the provisions of the Bankruptcy Act. 

The arrangement provisions. — ^An arrangement, within 
the meaning of Chapter XI, must include provisions modifying 
or altering rights of unsecured creditors generally or of some 
class of them upon any terms or for any consideration. It 
may include provisions for the following: 

1. Treatment of unsecured debts on a parity one with the_ 
other, or for the division of such debts into classes and the' 
treatment thereof in different ways or upon different terms; 

j2. Rejection of any executory contract; 

3. Specific undertakings of the debtoi' during any period 
of extension provided for by the ai-rangement, including 
provisions for payments on account, 

4, Termination, under specified conditions, of any period 
of extension provided by the arrangement; 
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5. Continuation of the debtor's business with or without 

supervision or control by a receiver or by a committee of 
creditors or otherwise; <- 

6. Payment of debts incurred after the filing of the peti- 
tion and during the pendency of the arrangement, in priority 
over the debts affected by such airangement, 

7. Retention of juris^ction by the court until provisions 
of the arrangement, after its confirmation, have been per- 
formed; and 

8. Any other appropnate*provisions not inconsistent with 
Chapter XI. 

Reorganization forced through foreclosure. — ^Prior to the 
amendment of the Bankruptcy Act providing for corporate 
reorganization under that Act (see pages 766 et seq), a reor- 
gamzation was often effected by obtaining the support of a 
majority of the interested parties, through the organization 
of protective and reorganization committees, or otherwise, 
and forcing a plan of reorganization through f oreclosui e. The 
new method of reorgamzation under the Banlcruptcy Act is 
eliminating this practice of reorganization through fore- 
closure. However, since the old method of reorganization 
is not outlawed by Chapter X of the Bankruptcy Act, we shall 
describe it in some detail. The student should at any rate 
be familiar with it, since it represents the principal method 
used in reorganizing largo corporations before 1934. 

Committees in reorganization. — In most reorganizations 
of large corporations, the various classes of security holders 
and creditors form committees to protect their respective 
interests. While committees are formed in the reorganiza- 
tion of corporations under Chapter X of the Bankruptcy Act®* 
in much the same way as described below, the following 
paragraphs apply particularly to committees for the reor- 
ganization of corporations in equity receiverships or without 
, court supervision. 

Chapter X does not contain any provisions legulaling protective com- 
mittees and other lepiesentatives of seouiity holdois. It docs, however, provide 
that no committees, indenture trustee, or agent purporting to lepresent cieiljitois 
or stockholders shall bo hoaid or allowed to intoiveno until they have complied 
with all laws applicable to such poisons Chapter X also lequires a statement 
imder oath from every person oi committee lopiebontmg more than twelve 
oroditois or stockholders and by every indentuie trustee appearing in the 
proceeding, explaining the details of the representation B\irthormore, tho 
judge is given power to examine and disregard the piovisions of trust mdentures, 
deposit agreements, and o£her authorizations 
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As soon as real clanger is imminent, committees are 
organized to represent every class of security holder that has 
any rights dissimilar to those of other classes. In an indus- 
trial company, one committee may represent . the bonds, 
another the preferred stock, another the common stock, and 
a fourth the general creditois- While such a procedure is 
expensive, it has the decided advantage of avoiding any 
unfavorable effects of conflicting interests. The practice of. 
having a single committee represent two or three classes of 
securities was in vogue for a short period of time, but was 
geneially abandoned. , 

The holders of the important mortgage bonds are usually 
governed by a clause in their mortgage which provides that a 
certain majority' can bind the rest. The committee man- 
agers®^ therefore seek to get enough bonds deposited under the 
terms of the depositary agreement to achieve such control. 
The deposit agreement generally provides that bon'ds cannot 
be withdrawn until a reorganization plan has been submitted. 
It also usually provides that if bondholders do not file dissent 
within a specified time after the reorganization plan has been 
submitted, they will be held to have assented. Usually, in 
the case of large companies, the certificates of deposit given 
m place of the bhnds deposited with the committee are trans- 
ferable by delivery or by indorsement and are listed on the 
exchanges. 

After these various committees have been organized, they 
then form a reorganization committee*® which works out a 
plan of reorganization If the plan receives the approval of 
the security holders’ committees, it will either be put through 
voluntarily by acceptance by the security holders or it will 
be forced through by a foreclosure, as explained below. 

” Members of the committee will molude representatives of holdeis of 
large blocks of bonds — ^msuranoe companies and, large estates— who will bo 
assisted by a secretary, probably a jumor member of the managois’ firm, who . 
attends to all the details, and also by counsel 

“The investigation of the work, activities, personnel, and functions of 
protective and reorganization committees by the Soouiitios and Exchange 
Commission, puisuant to See. 211 of the Seounties and Exchange Act of 1934, 
disclosed "that reorganizations have generally been in the control of msido 
groups — that is, the management, the bankers, or the two together — and that 
raioly have groups not afiiliated with the management oi houses of issue 
wrested oontrol from the msiders The stakes of leorgamzation, the fight for 
control of the leorganization, and the strategy and techniques of protective 
and reorganization committees, representing both jnsido and outside groups, 
ate desonbed in gieat detail m the Commission’s report on the investigation ■* 
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Effect of foreclosuie. — ^We may assume that a plan of 
reorganization has been prepared and agreed upon liy the 
reorganization committee and that it is submitted toethc l)ond- 
holders' committees and to the other piotective comnuttees. 
We may assume that these committees, or at least the com- 
mittees representing the mortgage bonds, have assented 
There remain, however, a number of bondholdeis and stock- 
holders who have not deposited their securities with any 
committee, and also a mmonty gioup within the comnutt.(*e.s 
How can the reorganization plan be forced through in spii.c 
of the e^xpiesscd objection and the silence of the disgi untied 
and negligent security holders? In the first place, liio plan 
of reoiganization is submitted to a court, and if any definite 
rights are invaded or any fraud committed, the court will not 
approve the plan. But if the plan is approved, the com t will 
enter a decree of foreclosure and order the propeity sold 
Upset pri&es for the property to be sold may be fixed by the 
court as a further means of controlling the purchase of the 
property by the committee. To understand the full effect of 
such a sale, the leader will do well to read the important 
parts of a notice of sale, given as follows. 

. COMPANY, INO 
NOTICE OP SALE 

Notiob Is Hehedt Given, puisuanl to an Amended PorocloHuro 
Dociee, made ,19 . , that I, . . , 

appointed Special Master in and by the aforesaid lleciec, will holl at jmhlic 
auction to the highest bidder or bidders, upon the piemises at the innm 
ofiico building of the defendant, . Conijinny, Ine , 

opposite the passenger station of the New York Centiiil Railroad Com- 
pany, in the Village of Hastings-on-Hudson, County of WestuhoBtei and 
State of New York, at 1.30 o’clock P, M., United States Eastern Standard 
Time, on the . day of t 19 i the properties in said 

Decree described and theieby oideied to be sold, to wit: 

I. AH properties of every kmd, character and description coveiod by the 
hen of the First Mortgage of the defendant, dated April 1, 19 , and 

II AH other properties of every kind, ohaiacter and description of tho 
defendant and of its Receiver. 

A biief general description of the properties to bo sold at said salo is as 
follows" 

I Properties subject to lien of First Mortgage" 

(Here foUow descriptions of the properties) 

Said sale will be made in the manner provided by said Decree and sub- 
iect to the terms and provisions thereof, and aH bids for any propeity 
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offered will be received and noted only on condition th&t said property 
may subsequently be offered, knocked down and sold, as in said Decree 
provided , 

There will first be offered foi sale separately and as one paicol, all of 
the properties embraced within Parcel Three [Here follows statement 
of parcels to be offeied ] If the highest bid leceivod and noted for said 
properties, when so offered foi sale as an entirety, shall equal or exceed 
the aggregate of the highest bids therefor when offered foi sale in parcels, 
then all of said properties shall be stiicfcen off and sold as an entiiety to 
the highest bidder therefor If, however, the highest bid received and* 
noted for said pioperties as an entirety shall be less than the aggregate of 
the highest bids thciefor when offeied in parcels, then the paicels offoied 
foi sale shall be stiioken off and sold to the highest bidders for said lespeo- 
tive paicels. 


As mole fully provided by said Decree 

I Said sale will be made without valuation, appraisement, redemption 
or extension. 

II In case of adjournment or postponement of the sale, the Special 
Master, without further notice or advertisement, may proceed with the 
sale on any day to which the same may have been adjourned 

III. The Tiustee, or any holder of the bonds, oi any creditor or any 
stockliolder of the Company, or any party to this Consolidated Cause or 
to any constituent cause, may bid at the sale, and if a successful bidder, may 
purchase in liis, its nr their right 

Upset Pmess 

rv The Special Master will not accept any bid 
For Parcel One, less than $300,000 00 
For Paioel Two, less than $000,000 00 

For all properties coveied by the Lion of the First Mortgage, being 
Parcels One and Two together, less than $900,000 00 
Foi Parcel Three, less than $2,100,000.00 

For all properties as an entiiety, bemg Parcels One, Two and Three 
together, less than $3,000,000 00. 

V. The Special Master will receive no bid from anyone offermg to bid 
who shall not, prior to any offeiing by the Special Master under said 
Decree, deposit with the Special Master and deliver to him as a pledge, 
that he will make good his bid in the event of its acceptance, in cash or 
certified check of some National Bank or Trust Company in the City of 
Now York, acceptable to the Special Master, and made and indorsed to 
Ins ordof, or in the First Mortgage Six Per cent Ten Yeai Sinking Fund 
Gold Bonds (hereafter called "bonds”) of the defendant (such bonds to 
bo in bearer form, and, if coupon bonds, aocompamed by the coupon of 
October 1, 19 , and all subsequent coupons) or in respect of Parcel Thiee 
in claims against the said defendant which have been heretofore presented 
to and filed wfth the Receiver in this Consolidated Cause or in the con- 
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stituent causes or either of them, and admitted or allowed by the Receiver, 
accompamed by proper and appropiiate assignments thereof to the Special 
Mastei, m lespect of Parcels One and Two, partly in cash and/or certified 
check, and/oi partly in such bonds but in the same relative proportions, 
and in respect pf Parcel Three partly in cash, and/or certified check and/ or 
partly in bonds and/or partly in such claims accompamed by such assign- 
ments, but in the same lelative piopoilions. 

1 In case of Paicel One, when offered separately, the sum of $30,000 
m cash or such certified check, or $60,000 face amount of such bonds; 

2 In case of Parcel Two, when offered separately, the sum of $60,000 
m cash or such certified chock, or $120,000 face amount of such bonds, 

3 In case of Parcels One and Two, when offered together, the sum 
of $90,000 in cash or such certified check, oi $180,000 face amount of such 
bonds, 

4 In case of Parcel Three, when offered separately, the sum of $210,000 
in cash or such certified check, or $420,000 face amoUnt of such bonds or 
an equivalent face amount of such claims accompanied by such assignments, 

6 In case of Parcels One, Two and Three,' when offered together, 
$300,000 in cash or such certified check, oi $600,000 face amount of such 
bonds or an ‘amount in cash and/or such certified chock and/or such bonds 
at least sufficient to qualify the bidder to bid for Parcels One and Two, 
and the balance in the lequi&itc face amount of such claims. 

A deposit made by any bidder for a separate parcel may, so far as 
appboahle, be applied on account of the required deposit, in order to qualify 
him to bid for the same property when offered for sale with any property 
when oilered as an entirety. * 

Any deposit received fiom an unsuccessful bidder will be returned to him 
when the property shall be struck down The deposit received from the 
successful biddci or bidders wiU bo applied on account of the purchase 
price of the property purchased by such bidder or bidders 

If any salo shall not be confiimed, the deposit made by the accepted 
bidder at such sale will be forthwith returned to such bidder. 

The deposit made by any successful bidder shall, in accordance with the 
provisions of said Decree, be forfeited in the event of his failure to comply 
with any order of the court within ten days after the entry thereof, requuing 
payment of or on account of the balance of the purchase price. 

The purchaser (which term includes purchasers and includes also the 
successors and assigns of any purchaser) to the extent permitted by said 
Decree and otherwise in accordance with the provisions thereof, may turn 
•over to the Special Master on account of the purchase price, at thoir dis- 
tributive value, bonds, coupons and claims entitled to be paid out of the 
proceeds of sale 

In lieu of bonds, coupons or claims tendered for deposit to qualify a 
bidder or tendered by a purchaser on account of the purchase price, the 
Special Master will accept the certificate of any national bank or trust 
company in the City of New York, N. Y,, acceptable to the Special Master, 
that it holds, subject to the order of the Special Master, bonds or notes 
of the required character in bearer form and, if in coupon form, acoom- 
Pianied by the specified coupons. 
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The term, “in bearer form,” as used herein with reference to securities, 
includes both securities expressed to be payable to bearei and securities 
accompamed by an assignment in blank duly executed 

VI. Any successful biddei may assign, transfer and set over his bid, 
m whole or in pait, and all or any part of his rights and mterests under 
the said Decree 

Any purchaser, his successors and assigns, may enter his appearance in 
tins consolidated cause and in the constituent causes, and exercise the rights 
thereafter coiifeired by said Decree Any purchaser, his suocessois or 
assigns, shall have the right for a period of two months after conveyance of 
the property purchased by him, to elect whether or not to assume oi adopt 
any lease or contract made by the Company, as pait ot the property 
embraced m said conveyance, and may elect not to take oi accept any 
pait of the propel ty purchased by giving written notice of his election to 
the Special Mastei at any time piior to the execution and delivery of the 
deed oi other instiuments of conveyance from the Special Master, but no 
such election shall dimmish or affect the purchase piice to be paid by such 
purchaser 

Neither any purchaser nor the successors or assigns of any puioliaser 
shall be icqmied to see to the application of any purchase mohey, 

VII The purchaser or purchasers of Parcel One, Pai'cel Two or Parcel 
Throe, their successor or successors and assigns, as pait of the purchase 
price, and in addition to the accepted bid of such purchase!, shall pay, 
satisfy, assume and discharge 

(A) Any unpaid compensation which has been or shall be allowed 

to the Special Master heretofore appomted in said Consohdated Cause, 
and any unpaid compensation that has been or shall be allowed to 
the Recoivor in said Cause or in either of the constituent causes and his 
solicitois, and also any unpaid indebtedness and habilitics and aU con- 
tracts and guarantees of the Receiver made or incurred in said Cause, or 
in cithor of tho constituent causes, and any other administrative expenses 
incurred or to bo incurred in the management or operation of tho piopor- 
ties purchased and otherwise in the discharge of his duties as such Receiver 
between . . . , 19 , the date of his appointment, and the 

date of the delivery by the Receivei of possession of the properties sold, 

(B) Any unpaid daims of creditors of the Company which have been 
or shall be admitted by the parties m interest oi adjudged by said Court 
to be priorjin hen or superior in equity to the mortgage, 

(C) All just and legal indebtedness of the Company payment of 
which was authoiized by the order of said Court appomting the Receiver • 
in said Cause or in oithei constituent cause, and which shall not at the 
time of delivoiy by the Receiver of possession of the pioperty sold have 
been paid or satishod. 

to the extent that they have not been paid or shall not have been paid out 
of moneys in tho possession of the Receiver. 


Dated 


, 19 .. 


* » 
Special Master. 
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From thismoticG of sale it will be observed that the bonds 
and debts of the concern may be used in part payment of the 
purchase price.®® At the time of the sale, theiofore, if the 
reorganization committee has control of a large number of 
claims, it is in much better position than any other group, 
because for the purpose of buying the properties the claims aie 
worth par. For example, if the reorganization committee 
controls $5,000,000 of claims and outside groups $2,000,000 
'of claims, the latter will have to supply $3,000,000 in cash 
befoie they are in as good condition as the former to bid in 
the property. Stockholders, of course, have no legal stand- 
ing at all, for their interest is wiped out by the foreclosure 
decree and sale. 

The reorganization plan usually calls for the formation 
of a now company, with a name somewhat similar to the old 
name, to which the property can be transferred at the time 
of the sale For example, in 1894 the Central of Georgia 
Railroad was reorganized into the Central of Georgia Rail- 
way . The pioper representative of the reorganization 
committee bids in the property at the sale. The purchased 
property is held by the committee for the benefit of the deposi- 
tors, until it is transferred to the now corporation in exchange 
for new securities to be distributed to the holders of deposit 
certificates according to the terms of the reorganization plan. 

How a company is kept in operation during receivership. — 
One of the important duties of the receiver is to keep the 
company in operation, in order that customers may not be 
lost and in order that the personnel may be kept together. 
Money beyond the cash income of the concern may be neces- 
sary for this purpose. Not only wages, but supplies ordered 
during receivership and those ordered a reasonably short 
time before receivership — say six months— must be paid m 
cash. In railroad practice it is necessary even to phy interest 
,on important mortgage bonds. 

™ A similai piovibion is usually contained m the mortgage itself See 0 W 
Gerstenhorg, “Materials of Corpoiation Finance," page 231 

" It may bo asked, why then are the stockholders talcen into the new com- 
pany, why do they figure in the leoiganisation at all? Two reasons aro 
suificient to answoi this first, they aio the logical persons fiom whom cash 
may bo obtained, and to give them some interest m tho new concern con- 
ditioned on their paying an assessment is good policy, m tho second place, 
if they can be induced to consent to all the pioceedings, expensive htigation 
over irregularity in details— :jind the details are almost infinite— may be avoided. 
n " For other examples, see S Daggett, “Railroad Reorganization ” 
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The receiver depends, of course,’ on the ordinary receipts 
of the business, and he may proceed to sell unnecessary 
property , But he may go beyond this and borrow money on 
the order of the court The people who furnish the money get 
receiver’s certificates. These are negotiable and ’the holders 
have such priority of claims as Is indicated in the order 
authorizing the issue Usually the claim is just prior to that 
of the mortgage securing the bonds whose holders asked for the 
receiver, though the court, having general equity powers,* 
may order the prioiity in any way it deems necessary to 
pi otect aU interests. 



Chaptbjb XXXV 

RECONSTRUCTION OF CORPORATIONS (Continued) 

' Sacrifices made in typical readjustment or reorganization. 
In most readjustments and reorganizations, changes are made 
in internal organization, but the most important changes aie 
made in the claims against the property. E vci y claim against 
the property may bo analyzed as follows : 

1. Amount of principal. 

2. Legal precedence of principal m claim on assets. 

3. Amount of interest or dividends. 

4. Precedence of interest or dividends in claim on income 

5. Property of company against which principal and 
income have claim. 

The chief claimants for whom cash must be raised, aside 
from claims for taxes and costs, may be classified on the basis 
of the legal positions they occupy, as follows, holders of 
receiver’s certificates,^ the senior mortgage bondliolders, junior 
bondholders, divisional or subsidiary company bondholders, 
unsecured creditors with a preference, unsecured creditors 
without preference, preferred stockholders, and common 
stockholders. 

The net result to the company of all the sacrifices the 
security holders, are called upon to make must be the pro- 
vision of an adequate amount of cash for the needs of the 
reorgamzed company, the elimination of the floating debts, 
a reduction of the fixed charges to an amount that can quite 
certainly be met year in and year out, and the creation of 
a stock issue not so large but that the holders of it may 
expect to derive some income through it from the earnings 
left after the payment of the fixed charges. < In general, the 
financial problems of those undertaking the reorganization 
are to submit a plan with a reduced capitahzation of which 
as small a part as possible shall be bonds, and to provide 
sufficient cash for working capital and other necessary pur- 

* See atatomont in previous ohaptor about position of holders of rcooivei’s 
certificates, page 781.' 
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poses to permit continuation, of the business. To accomplish 
these general purposes the several classes of security holders 
may be asked to make one or more of the following sacrifices . 

1. Payment of assessment. 

2. Reduction in amount of principal; a preferred stock- 
holder, for example, may be asked to take 80 per cent as 
much, stock in tho reorganized company as he had m the 
failed company. 

3. Postponement of precedence of principal; a holder of a* 
jumor mortgage bond, for example, may be required to take 
preferred stock in place of his bonds. Sometimes a bond- 
holder will be asked to accept bonds for part of his bonds 
in the old company and to take the rest in stock. 

4. Reduction In rate of income — dividends or interest. 

5. Postponement of precedence of income. 

Just what sacrifice each class of claimant will make will 
depend on their legal rights, the nature of the property against 
which they may have specific claims, and on certain psycho- 
logical factors that enter into the negotiations of the reorgani- 
zation committee. For each particular class the question 
must always be: what would it lose if the company simply 
sold out and distributed the cash proceeds, and what would 
it gain if the proposed rcorgamzation plan were carried out? 

Treatment of stockholders. — ^The investigations made by 
the Socuritic.s and Exchange Coinirdssion pursuant to Sec. 211 
of tho Securities Exchange Act of 1934* revealed that stock- 
holdciH and other investors frequently suffered irreparable 
damage from the selfish motives of those in control of the 
reorganization. The futuie, however, appears brighter for 
investors. As previously indicated, m reorganizations under 
Chapter X of the Bankruptcy Act, all classes of security 
holders must be given consideration. The result is a tendency 
toward better treatment of stockholders. An effort is usually 
made to give the old stockholders some interest in the reor-^ 
ganized company, if it is only a warrant to purchase some* 
of the corporation’s new securities in the future, or a right to 
subscribe to .stock of the new company. For example,, in 
the reorganization of the Colorado Fuel’ & Iron Co. under 
Sec. 77B of tho Bankruptcy Act, old preferred stockholders 
received warrants to purchase three new common shares at 
$35 per share before Feb. 1, 1960, for each share held, and old 

* See footuoto 38, page 775. 
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common stockholders re'ecivcd warrants entitling them to 
purchase three-fourths of a share of a new common stock at 
S35 per share up to the time indicated In certain -instances, 
however, it may stiU be necessary to wipe out the stockliolders’ 
interests, as it was in the reorganization of the National 
Radiator Corp. under Chapter X of the Bankruptcy Act ® 
See page 794. 

Prior to the enactment of Sec. 77B of the Banki'uptcy Act, 
'plans of reorganization generally included an assessment 
upon the common and preferred stockholders to provide 
needed cash. If the stockholdeis paid the required cash, 
they were given stock ui the new company in proportion to 
their holdings of old stock — usually less than dollar for dollar. 
If they failed to pay the assessment, they lost their equity. 
The assessment method of providing cash, for the rehabihtated 
company is still resorted to in reorganization, but less fre- 
quently than formerly. The amount of cash required from 
the common stockholders is generally larger than that 
demanded from the other security holders. In almost all 
instances where new cash is put into a reoiganized company, 
the contributors get for this cash the best form of security 
that the company can provide. They may be given a security 
having priority over the securities issued in exchange for old 
first mortgage bonds Usually this security is a fiist mortgage 
on the property taken over in the reoigaiiization. 

The pi ef erred stockholdeis ai-e not the rcHidual participants 
in the ownership of the company, as arc the common stock- 
holders, and therefore they enjoy a better strategic position 
in the reorgamzation negotiations. They may pay an assess- 
ment and they may bo given common stock instead of pre- 
ferred stock. In other words, their claim of precedence in 
principal and income may be moved back If that is done, 
they would ordinarily be given common stock more nearly 
equal in amount to the par value of their holdings than was 


* In a lepoit on a plan loi the reorganization of Tho Gnoss-Pflegoi Tanning 
Corporation, refoiiod to the Secuiitics and Exchange Commission pursuant 
to Chapter X of the Baii],«uptcy Act, the Commission staled “'riio ught of a 
class of sccunly holders to participate m a plan of reuigamzatioii should depend 
upon whothoi the value of tho enterpiiso shows tho existence of an equity for 
that class Wheio there is no equity for a particulai class, holders ol securitioa 
of that class should not be accorded paiticipation unless they make a fiesh 
contribution to tho onterpnso in monoy or money’s worth " (S. E. 0 Keoig 
Belcase No 13, June 16, 1939.) ' 
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the amount which the common stockholders received. 
Sometimes the preferred stockholders are given part pre- 
ferred and pait common in exchange for their old holdings. 

In some industrial companies, one of the difficulties has 
been to get rid of accumulations of dividends oii cumulative 
preferred stock. The preferred stockholders cannot be 
expected to surrender their arrearages gratuitously. But 
they may do one of these three things: (1) accept securities foi 
the arrearages, that is, the arrearages may be capitalized] 
(2) accept securities with a higher rate of preference but 
without the cumulative featm’e, that is, exchange a degree of 
ceitainty for a chance of gi eater income; and (3) get a greater 
degree of certainty, for which they will surrender an amount 
of income, that is, they may accept bonds bearing a lower rate 
of income than the stated preference on the stock. 

General creditors. — ^The general creditors are those who 
have no specific lions on the company’s property. If a 
creditor has a specific lien on property, his position in the 
reorganization will depend not only on the priority of his 
lien, but also on the value of the pioperty to the company. 
If he has no hen at all, he is a residual claimant coming in, 
ahead of the owners or stockholders. Under certain cir- 
cumstances, however, he may come in ahead of the mortgage 
bondholders. 

1. General creditors of railroad and other quasi-public cor- 
porations in equity receiverships, who became creditors 
witliin a reasonable time before a receiver was appointed 
in the belief that they would be paid out of earnings, receive 
a prcfeicnce over the mortgage bondholders.* This principle 
is known to lawyers as the principle of Fosdiek v. Schall, 
and applies only to quasi-public companies such as radroads, 
electric power companies, and the hke.^ 


• This rule* IS a pmoly equitable pimciplc that has given the comts much, 
trouble See W M Fletcher, “Cyclopecha of the Law of Piivato Corpora- 
tions,” Vol 16, 17067 et seq , and “Some Legal Phases of Coiporate Fmanomg, 
Reoigiini/sation and Regulation,” by Stetson, et al, 1917 edition, page 121 
The iulo.restH on tho theoiy that a receivoi oidinaiily is not appointed till a 
renbonublo time aflei a company becomes insolvent Between the beginning 
of tho imsolvcncY and the appoiiitmont of tho leoeiver, the propeity actually 
belonged to the old creditois Thciofoic, material men, laboxois, and others, 
who furiiifahod goods or services, actually wcio giving eioclit to the old cieditois, 
The iiilo then lohts on the principle that the mateiial men and laborers have 
a first share m the assets because they aie creditoih of the creditors 
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2. Creditors who furnished to the receiver services or 
materials necessary to keep the property in operation may be 
given priority over the bonds. 

3. Certain crechtors may be given preference by local stat- 
utes, such creditors usually include laborers who arc given 
priority for wages not to exceed an amount named in the 
statute. 

Cl editors who are included in one of these classes are 
‘usually paid in cash, although in certain cases some of them 
may be induced to accept fixst-class securities m payment 
for their claims. 

Sometimes the general creditors may be classified in 
accordance with the method in which their claims arose, and 
the classification may be recognized by a statute, oi it may call 
for some recogmtion in the reorgamzp,tion plan. Thus, 
depositors of an insolvent bank are usually given a special 
claim against the stoclcholders. Policy holdeis of insurance 
compames may be treated in one way if their policies have 
matured (for example, if the insuiod has died, or if an insured 
building has burned) and may be asked to take a less favorable 
settlement if their policies have not matured In a street 
railway reorganization, the so-called “tort creditors” — those 
who have been injured in accidents — ^may form a committee 
to insure reasonable treatment, and even this class may break 
up into two classes, those who have reduced their chums to 
judgment and those who have not.® 

It has been held by the courts that a reorganization fol- 
lowed by a foreclosure cannot wipe out the general unsecured 
creditors if it peynuts stockholders to participate ® 

As was indicated above, the claims of general crechtors 
who have no special claim against any particular property 

' Those with judgments are ordinaiily m much bettei position than those 
who have claims that have not been reduced to judgment 

•The principle, based on the Boyd case (Noithoin Pacific Co v Boyd, 
<19l3) 228 U S 482) is being applied to lailroad reorganizations undoi Sec 77B 
The history of this dootrmo is mtercsting and has been briefly locounted by 
Paul D, Ciavath in “Some Legal Phases of Coipoiatc Pinanomg, Beorganiza- 
tion and Bogulation," 1917 edition* 

The Northern Paoifio lliulwoy Company was roorsanieed about twenty yeais ago 

No provieion waa made in the plan for the floating debt, wlueh was oonsidnablo 

A oonumtteo of uneeourod oreditors sought to defeat the foioiloeuio suit upon the ground 
that it was the result of a, contpiraey between bondholdere and stoethnldeis to onelude die 
floating debt and to turn over the valuable equity in the propeity to the BtooUioldois This 
effort was uneucoeseful. the Qirouit Court holding that the asepts weio insulBoient to pay tho i 
mortgage debt and the net earmnge meufligient to pay tho fited ohaigee and that tlioie was no 
equity in the property out of which uneeoured creditoie oould be paid and. that there was no 
reason why the mortgage bondholdera in puiobsemg the property at forceioauta sale ahould not 
make any arrangements they ohoae for tho partieipatton of the old stookholdors m tlfp ownership 
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and who have no claim to priority under one of* the principles 
enumerated above, are considered only one step better off 
than those of the stockholders. These creditors, therefore, 
cannot expect very favorable treatment in the leorganization 
plan. They are seldom asked to submit to a cash assess- 
ment, though this is possible if the property will not yield 
sufficient at the foreclosure sale to satisfy the mortgages. 
In the Westinghouse reorganizations of 1891 and 1907 the 
creditors were asked to make cash contributions. Frequently’ 
they are asked to take some low gi-ade bonds, or even stock, 
in satisfaction of their claims. 

Position of bondholdeis in reorganization. — The success of 
the maneuvers foi favorable position in the reorganized com- 
pany by the coiVimittees representing the bondholders will 
depend not only on, the legal ranks of the bonds they respec- 
tively represent, but also on the value to the new company of 
the properties on which the bonds rest.'' The situations in 
which committees may find themselves may be divided into 
the following classes' 

1. Underlying mortgage on important property. 

2. Underlying moitgagc on unimportant property. 

3. Senior moitgage on the mam property. 

4. Junior iiicJrtgagc on important property. 

5. Junior mortgage on important property and senior 
mortgage on ummpoitant propcity. 

of thi* Mo<k of flic icoiRuuzcrl (nmimny (Pnion v Noithcin Paotfio A/ Co, 86 Fed 838, 

) Nu nppc'il w,is t'lkcii fiom llu'j dcci'sion > 

The jiiojicity wiiH houfiht in at fuicclosurc sale by fcho bondholdeis’ oommifcti .0 
About ten yenm aftci Iho (.on<nimmnti«m of this icorgani^ntion, the new Noithein Puufio 
Company huvinsm the meantime bet ome highly pro&poious, Boyd, thi^ownei of aiudgment for 
an unseomed cliim ngniiist the old company, bioiight a suit against tho old company and the 
new company, seeking to subject tho pioporty acquiied by tho latter fiom the former at foie- 
closure lalo to the payment of his judgment Ho claimed that the foieolosuio sale was invalid 
because it was made in pursuance of a Plan of E<K>rganiaatioxi between bondholders and stock- 
holders of the luilrond company which made no pioviBion for the payment of the unsecured 
orcditoiSi *ilt}iough the stockholders letninod then luteieqt by leceiving shares in the new com- 
pany Die Comt below sustained tins oonfention and tnteied a decree making Boyd’s claim a 
iien upon the propcity of the old company lu Hie hands of the new company, but subject to the 
moiigiges placed theieon at tho time of the rooigaiiisation The Supieme Gouit, by a vote 
of five to foul, afriTined tho judgment, tho di^eentois being Chief Justice White and Justices' 
Lurton, Holmes and Van Devantei 

The opinion of tho majority of tho Comt piocoeds upon the theory that while the bondholders 
might have lawfully bought in the pioporty ooveied by the mortgage and kept it foi themaolvos 
to Hie exclusion of both the uusocured debt and the stookholdeis, the moment they provided for 
pwticipatifwi in the now company by tho stocUioldeis, even the pneo of paying a hoarv 
nsscssmotit, tho obligation arose to make piovision foi tho unseouxed debt which would recognise 
Its px unity tn tho interest of tho stookholdors 

Tho piovBiling opinion says, "This conclusion does not, as claimed, require the impossible 
and make it necessary to pay nn unscouiod oieditor in cash os a condition of stockholdeis 
xfttaming an mteicst in tho reoig,vni»ed company Hw mteiest can be preseived by the ibbu- 
ancQ, on equitable terras, of ini'ome bonds or profonod stock If ho deohnes a fair offer he is loft 
to protect himhclf ofi any othoi meditoi of a judgment debtor,nand, having refused to come into 
a just looiganiaatiou, oould not tlioroaftei be liuuid in a oouit of equity to attack it *’ 

See Annals of Amer. Acad, of Pol Soc, Sci., Vol 88, pages 23-83. 
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6. Junior mortgage on unimportant property. 

Looking at the problem of the corporation itself, the point 
of departure is the value of the respective pioperties to the 
new organization. When this is determined, the next step 
is to deal with groups who have interests in those pioperties, 
with_due regard to their legal position.® The simplest prob- 
lem is the treatment of those holding claims exclusively on 
.unimportant property If the propel ty is an incubus — ^if it 
cannot be operated except at. a loss — the reorganizers should 
take the opportumty which their proceedings offer to ‘Top 
it off If, howcvei, the property is not altogether useless, 
the bondholders who rely upon it may be pei nutted to 
come into the reorgamzation on unfavorable terms. They 
may be required to pay an assessment and to take either a very 
small percentage of bonds in the new company, or stock 

We should observe, in passing, that in most reorganizations 
simplification of the financial plan is important and that the 
new company, therefore, is likely to have few separate bond 
issues. If, for example, the old company had six issues repre- 
sented by the classes enumerated above, the now plan might 
call for two issues — a fiist and second mortgage issue on all 
the property. In such a case the holders of weak bonds of 
the old company would be given second mortgage bonds, and 
account would be token of the relative weakness of the vari- 
ous issues of the old company by some adjustment of the 
amount of the assessment required from the several classes of 
securities and of the amount of bonds offered. Thus, one class 
may be asked to^pay |20 for each bond held and be given sec- 

* It must not be assumed that the problem is as simple as it is made to 
appear Dr Dewmi;, m his “Financial Policy of Corpoiations," is quite light 
m placing emphasis on the psychological elements that enter the icoiganiisation 
negotiations The trouble is that these aie not subject to close analysis, 
they bring a “catch as catch can” rule into the moie scientific principles 
given above Much, foi example, wdl depend on the financial afiiliations of 
the principal bondholders lepresentod by the various committees, on tho 
astuteness and aleitness of the negotiatois, and on other similar factors 

f The tieatmont of bonds icstmg on outlying propcitics docs not depend 
to any great extent on the natuie of tho title which tho coiporatiou has to 
those pioperties The title may be held directly — that is, tho bond may 
be a “divisional” bond, in railwoy language — oi it may be held through a 
subsidiary company arrangement 

10 Where stockholders are required to take stock, they may bo offered a 
large! pai value of tho poorer security than the par value of their holdings 
In tho Wabash reorganizatwn, a junior bond issue was offered second pre- 
foyed stock equal to 120 per cent of the bonds. 
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oii-d mortgage bonds equal to 60 per cent of tlfeir respective 
holdings, whereas another class may be assessed only $10 and 
offered seeond mortgage bonds equal to 80 per cent of their 
respective holdings. 

The same general principles apply to the security holders 
who have claims on the important properties They will be 
asked to make small sacrifices, or they may be taken into the 
new company without any sacrifice whatever Indeed, bonds ^ 
secured by a first mortgage on, a very strategic part of the 
pioperty may come out of the reorganization in a better posi- 
tion than they went in. For example, the bonds may be low 
interest bcaiing bonds on which the interest was earned many 
times over. From an investment standpoint these securities 
have a superfluity of “safety” at the expense of “income ” 
The holders, therefore, may be given an equal amount of 
par value of fiist mortgage bonds on the new property, bear- 
ing a higher rate of interest. Bonds in exceptionally good 
position will hkely not be required to pay an assessment 
Much will depend on the need for cash If the insolvency 
is so bad that the stockholders can be given little incentive 
to participate in the reorgamzation, the bondholders will 
regard the property as belonging to themselves and thus will 
have to provide ?iome of the cash.^^ 

Reorganization of corporate systems. — The principles ' 
described above for deteimimng the position security holders 
shall bo given in the reorganized company apply also where 
more than one company is involved in the reorganization. 
To be sure, the moie complicated the financial structure 
of a corporation and its afiiliated companies, the more involved 
will be any reorganization due to the appointment of a receiver 
for the parent company or for any of its subsidiaries. If the 
parent company has run into financial difficulties because 
of the unprofitable operations of some of its subsidiaries, 
even the sound subsidiaries are likely to be affected by the. 
reorganization. In the proposed reorganization of the Tri- 
Utilities Corporation in 1931, five subsidiary companies were 
involved in the plan although receivers had been appointed 
for the* parent company and only two affiliated companies. 

II Soo "Two Rival Theoues of Pnonty Rights of Security Holdois in a 
Corporate Reorganization,” by Bonbiight & Beigeiinan, Columbia Law Review, 
Febniary, 1028 , foi a suramaiy of the depaituie from the absolute priority 
lights of the seohnty holdois in ton recent raihoad’reorganizations 
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In the proposed reorganization, winch contemplated the 
organization of a new company and a simplification of 
the system's capital structure, holders of preferred stock in the 
strongest subsidiary were oifered, in exchange for their shares, 
prior prefcience stock in the new company and warrants to 
purchase common stock, whereas holders of pieferiod stock 
in the weak companies not only were offeicd stock junior 
to that which they had held, but were reqmred to pay an 
'assessment as well. 

Receiver’s certificates . — As was indicated on page 781, 
the court appointing a receiver has full right to place the lien 
of the receiver’s certificates where in justice it belongs. Usu- 
ally, the reorganization will provide for the raising of sufficient 
cash to liquidate these securities. In any ’event they ordi- 
narily come out of the reorganization unscathed. 

Cash for the new company. — We saw that a company 
going through reorganization needs cash for many purposes. 
The cash requirements in almost any fairly large reoigaiii- 
zation are typical of what might be expected in other cases. 
For example, the cash requirements in the plan of reorganiza- 
tion of the Atlanta, Birmingham & Atlantic R. R. Co., 1917, 
were stated to bo 


Obhgalions of Roeoivci tor equipment acquired duimg 
receivor^liip, tax loans, claims and judgmonte, 
mtciest, etc 

To icliro outslanfliug equipment obligations issued 
pnor to leoeiveiblnp, with interest 

Logoi expenses of counsel for trustees m the foie- 
olosuie of the A B & A R. R , Gcoigia Teiminal 
and Alabama Tenninal R R mortgages and the 
sales theieuuaer 

Reorganissation expenses, including tiustee’s fees and 
disbuisemcnts, partly estimated 

Compensation and expenses of Receiver’s Certificates 
Committee m connection with the purchase and 
management of the piopcrties, the organization of 
the New Company, the negotiating of the undei- 
wrifcing, etc 

Compensation which may be allowed by the court to 
the Receiver and his eounsol 

Commission to syndicate manageis and underwriting 
syndicate .... 

To tieasury of New Company for woikmg capital, 
impiovemcnts and icpair of equipment ($283,000) 


$1,105,401 62 
030,237 60 

66,000 00 
185,224 93 


84,546 05 
112,500 00 
216,000 00 
900,000 00 


Total ... . . . $3,600,000.00^ 


„ “ To he acquired through sale of the $30,000,000 common s'took of the New 
C^pany at $12 per share. 
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Cash funds for the new company ’are usually, provided by 
(1)’ assessments, (2) sale of new securities, and (3) sale of 
assets.*® ^n small reorganizations the creditors may even 
pledge themselves to grant certain lines of credit to the com- 
pany on prescribed conditions — ^these conditions 'being that 
the company will be managed by certain people in a certain 
way; for example, it may bo stipulated that the income shall 
be apphed first to opei ating expenses and then to the payment 
of certain debts in a prescribed order. 

The sccuiities that aie to b^ sold, of course, must be of 
the very best chaiacter that the company can offer, otherwise 
no purcha.ser Avill be found; since the old security holders 
usually get the same .sort of securities for the assessments paid, 
these as.sea.sments -may be regarded as a forced sale. 

Very fiequently, some cash is raised through the sale of 
unnecessary assets ’It is not unusual for the investigation to 
reveal that the company has divided its attention between the 
production of several unrelated products, one or more of which 
it cannot handle profitably. Under such circumstances, 
wisdom dictates that the equipment, inventories, and goodwill 
connected with the unprofitable products be disposed of, 
and if possible, for ca.sh In the autumn of 1923 the president 
of the American Cotton Oil Company sent to the stockholders 
a circular containing the followmg paragraph: 

When T nsMiiinod the premdency in May, 1923, I studied the affairs of 
the comiiany and as a le-sult I rocommonded that the company should 
procppd on the hivHio plan ol expanding the profitable end of the business 
and curtailing that which has proved unprofitable In poitioular, I 
loooniniendcd to the directors that the manufacture and s^e of “Gold 
Dust,” "Faiiy .Soap,” and other profitable pioducts b5 pushed and that 


13 Government lending agencies, which have been cieated by Congress fiom 
time to lime for the pinpo^c of stimulatmg and stabibsing the financial, com- 
mercial, and mdustiial onterpiisos of the nation, may prove a souice of funds for 
companies in leorgani/safion Foi example, some plans effected under Sec. 
77h of the Bankiuptov Act (now Chapter X) have piovidod for tho securing of 
loans from tho Ileeonstiuotion Finance Corpoiotion Tho leoiganization plan 
of Proppor-MoOallum Hosiery Co , Ino provided foi the obtaining of a S260,000 
five-year 6 per cent loan fiom the RFC and the sale of new fiist piefened and 
now common slock. Additional funds woie raised by the sale of oertam of the 
company'e> assets. 

Under the Reorganization Act of 1930, tho Government independent 
lending agencies lofonod to above have been gionpod under a Federal Loan 
Agency, Tho agencies so giouped include, tho Reconstruction Finance Cor- 
poration, the Electric Homo and Farm Authoiity, tho Federal Home Loan Bank 
Board, the Fedorol Housing Admimstiation and thou a.s8ociated agenoios and 
boards, as well as* tho Export-Import Bank of Washlnglon. 

^ pgge 748. 
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the cottonseed cul business be 'em tailed The curtailment of the cottonseed 
oil business will mean that we can advantageously concentrate it into a 
few of our plants, lendoiing the balance unnecessary foi our puiposc The 
sale of these plants will not only relieve us ol the burden of supeifluous 
assets and heavy cairying chaigcs, but will furnish us with cash toward 
meeting oui $8,000,000 of notes matuiing next Septembei “ 

Underwriting a reorganization. — A reorganization plan 
usually will not succeed unless every part is cairied out in full. 
The entu’e amount of cash calculated to be necessary must 
be forthcoming It is therefore usual, in important reorgani- 
zations, to have the financing undei written. Thus, if the 
plan involves an offer of securities of the new company in 
accordance with rights to be issued to old stockholdeis, the 
underwriters will agiee to purchase such new stock as is not 
subfaciibed for by the old stockholdeis. If the plan provides 
for the raising of cash by the sale of new securities to out- 
siders, in addition to an offering to old security holders, the 
underwriters may agree to purchase the new issue as well 
as the securities not subscribed for through exercise of rights. 

Since old seemity holders cannot be forced to pay assess- 
ments — ^the alternatives are not pay or be sued, but pay or 
forfeit — ^plans involving cash contributions as a prerequisite 
to paiticipation in the reorganization are usually under- 
written. The syndicate agrees to pay the assessment for a 
given commission. For example, if a stocldiolder does not 
pay, the syndicate may be given the same rights that the 
stockholder would have had if he had paid the assessment, 
and this in spite of the fact that the syndicate had no stock 
in the old company.^" 

t 


It was reported at about the same time that the company had disposed 
of about 20 of its 25 gins Also that its Memphis cottonseed oil null had been 
pin chased by the Dixie Cotton Oil Co , and that its plant at Waco, Texas, 
had been acquiied by the Industiial Cotton Oil Co 

** One leason loi giving the syndicato the same position as old stockholders 
_is levoalod in the following excerpt fiom a notice sont out by the stockholdeis’ 
'protective committee of the International Steam Pump Co m 1915 • 

When the time for the acoeplanre o{ the plan by etockhoIilerH shall have expired, the undor- 
ivnting syndioate, formed by the joint leoisinualion Loinnuttco to undomrito the cneh inquire- 
ments of the plan, mil be entitled to oU tho now BeoiiiiliPs whirli, under the i ooi canization 
agrociiieiit, would h.vvo gone to tho non^asepiitiiiR stookholders had they iiesi'iitod to*the plan, mo 
that thoiealtor noii-assentmg etookholdeis could be admitted to partioipation jn the plan only 
with the eonsont of and upon terms imposed by tho undorwiiting syndicate Tbero has been 
no intimation that sueh consent will bo foitboonunR. The committee, therefore, daoim, it only 
fair to stockholdeis to point this out in oidei that they miy appreciato thoir peiil in onso they 
fail to assent to tho plan on or before Monday, Soptomboi IS Thera seems no esuipe fiom the 
oonclueion that stookholdors who do not partioipalo in the reorganisation will lose their entiie 
Investment 



RECONSTRUCTION OF CORPORATIONS (CONT.) 793 

In all cases, both as to the assessments and as to the nfew 
securities, the commission of the syndicate will depend on the 
risk run. In the case of the assessments, the risk will depend 
largely on the severity of the reorganization plan. If the 
paring down of rights is not drastic and the assessments are 
not heavy, the security holders who do not come in will be 
few ai;d the syndicate will have httle cash to put up. Where 
the plan is drastic, the risk will be great and the commission 
necessarily higher. 

Sometimes the syndicate will* offer to lend to the security 
holdcis money with which to pay their assessments. The 
following news item indicates the procedure . 

Provision has been made by the Western Pacific Railway reoigamzation 
committee, through the syndicate which has underwritten the plan, to 
facilitate subsoiiption by holders of the firat moi tgago bonds to the $20,000,- 
000 fiist mortgage 6 per cent bonds to be issued by the opeiating company 
Bondholders may subscribe to the new bonds at 90 to the extent of 40 pei 
cent of their present holdings and will receive a bonus of 65 per cent m new 
preforiod stock, and 96 per cent in new common 

Piesont earnings show a substantial surplus over inteiest requirements 
of the now bonds. The cash to be raised under the plan is to be devoted to 
purposes which should increase the earning power The underwriting syn- 
dicate offers to lend to subscribing bondholdeis 90 per cent of the purchase 
price of thoir subsoii^tions foi one yeai at 6 per cent. Bondholders will put 
up as collateral alltho securities leceivcd in the reorganization It is 
stated on authority that nearly $42,000,000 bonds out of the total out- 
standing issue of $60,000,000 have been deposited with the Equitable 
Txust Co. 

It may be added that the syndicate probably borrowed 
from some bank the funds with which to make the loans 
The loan of the bank, in such a case, is secured by the securi- 
ties themselves and by the personal obligations of the sub- 
scribers and the members of the syndicate. 

How drastic can a plan of reorganization be? — ^The com- 
mittees charged with the construction of a reorganization 
plan must always keep in mind that they are working out a 
compromise between what ought to be done and what can be 
done. A thoroughgoing surgical operation may be advisable, 
provided the patient can stand it. The question then arises : 
what can the patient stand? Any suggestfed plan must apply 
to each class of security the test of expediency : wiU these bond- 
holders or will these stockholders see in the plan any encour- 
agement to' send good money after their bad money? For 
example, the' common stool^olders may be asked to pay 
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an assessment of S20 a* share, for which they will be given 
$20 in new 5 per cent fiist mortgage bonds anti common stock 
in the new company equal to 50 pci cent of their present 
holdings. If the bondholders have made little sacrifice, and 
if the reoiganized company is likely to have such a burden 
of fixed charges that the chances of dividends on the common 
stock are negligible, the common stoclcholder will probably 
prefer to count his old investment a total loss and to invest his 
|20 to better advantage elsewhere. 

Voting trusts in reorganizations. — ^Even if all the financial 
factors are satisfactorily provided for in a reorganization, 
there always remains the pioblem of management. The syn- 
dicate that underwrites the reoiganization and the sale of new 
stock will be compelled to reduce its own 'risk of having to 
supply aU the cash, by convincing old stockliolders and pro- 
spective investors that the causes of the insolvency have been 
removed .and that they are not likely to recur. The plan, 
therefore, may piovide that upon consummation of the reor- 
ganization agreement, the stock will be deposited uiulcr a vot- 
ing trust agreement. In reorganizations consummated under 
Chapter X of the Bankruptcy Act, the method by which the 
voting trustees are to be chosen must permit adequate 
representation of those whose investments' are involved in 
the reorganization. 

An example of a reorganization. — The following is an 
example of a trustee’s plan of reorganization of a corporation 
which filed a petition for reorganization under See. 77B of 
the Bankruptcy Act (now Chapter X). Since the company is 
insolvent, holders of the present preferred and common stock 
are not entitled to vote upon the plan and have no interest 
in the reorganized company. The student who has read 
carefully the explanation of reorganization undei’ Chapter X 
of the Bankruptcy Act, on pages 766 el seq., will observe how 
closely the plan follows the requirements of the statute. 

PLAN OP REORGANIZATION OF NATIONAL RADIATOR 
CORPORATION PROPOSED BY WILLIAM G. HEINER, 
TRUSTEE, IN THE FORM APPROVED BY THE COUjiT 
MARCH 17, 1939. 

I. General Statement. 

National Radiator Oorpoiation (boremaftor somotime& called “the Debtor”) 
on, March 19, 1938 filed in tbo Distiict Couit of the UnitojJ States for the 
■Western District of Pennsylvania, at No, 20155 m Banlciuptcy, its Petition for 
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Heorganization under Section 77B of the Federal Bankruptcy Ae,t, as amended; 
and William G Hemer, of Pittsburgh, Pa , and C Lawiencc Evans, of Johns- 
town, Pa , well) on March 19, 1938 temporanly appointed Tiustecs of the 
Debtoi by ordoi ot said Court, and on Apnl IS, 1938 said appointment was 
made peimanciit by fuithcr oidei of said Court 

National Iladiatoi Coipoiation (petitionei in the above entitled proceed- 
ings) was incoiporated uiidci the laws of Maryland on August 16, 1932, and 
was foimod to take over the business and assets ol the former National Radiator 
Corpoiation (of Delawaie) The piior Delawaio coipoiation was incoiporated 
on June 25, 1927, to aoqunc as the result of a meigei the business and assets ot 
various radiator and boilei manuiaeturing ooinpamcs, including tho original . 
National Radiatoi Company (of Pennsylyanm) The companies mcluded in 
the ineigei of 1937, and tho location of the inajoi manufaotuimg piopeities 
aoqimed as an incident theieto, were 

NA'i’toNAii Radiator Compant 

Manufactuiing plants at Johnstown, Pa , Tientou, N J , and New Castle, 
Pa 

Union Radi itob Company 

Manufacturing plant, at Johnstown, Pa 
Ni VGAIL.V Radiator and BoiiiSB Company 

Manufactuiing plants at North Tonawanda, N. Y , and Chicago, 111 
Continental Heater Corporation 
Manufactuiing plant at Dunkirk, N Y 
Gurney Heater M anupacturing Company 
Manufactuiing plant at Fiamingham, Mass 
Utica Heater Company 

Manufacturing plant at Utica, N Y 

The tiansfci of the bpsinoss and assets of tho above companies took place on 
Augiibl 30, 1027, with the o\ooption of tho Continental Heater Coipoiation 
which was acquuod on August 5, 1927 The plant of tho foimer Utica Heater 
Company, aequiied in the mcigor, was subsequenlly sold at Dooembei 31, 
1927, including the warm air furnace Imsmess, all oi tho othoi major propei ties 
being rcl .lined and still owned by the Dobloi 

The oiiginal Nationul Rarliatoi Company (of Pennsylvania) had, during 
tho years prior to 1927, established a sound and profitable business and attained 
an excellent icputiition in the industiv The merging of thp several companies 
in 1927 was expected to lesult in substantially inci eased sales volume and to 
pennit the effecting of economies in prodiiotion, distiibution, selhng, and 
admmistration, as well as to achieve a more commanding tiado position 

The buainoBS of tho Debtoi and its predecessoi has fluctuated with the 
volume of building constiuctiou, winch contiols the demand for boilers and 
radiators Following almost immediately after 1927, and reachmg its culmma- 
tioii subsequent to 1930, the oonstiuetion volume declined rapidly, and it 
became necessary to close eeveral of tho plants, some of which have nevei been * 
leoponcd for manuiaeturing puiposea National Radiator Corporation (of 
Delawaio) defaulted in interest on its funded debt in 1931, and this m turn led 
to roeoivership and ultimately to leoiganization and the formation of the 
present h^ryland corpoiation Tho operation by the Receivers of the piop- 
crlk'S of tho Delaware eorpoiation was chsoontinued at the transfer of the assets 
to the Maiyland eorpoiation on September 20, 1932, but protracted htigation 
at the instance of minority interests eulmmating m the decision of tho Supreme 
Court of the United States in First National Bank ol Cmcinnati, et al„ petir 
tioners, v Florslyam, ot al , decided January 8, 193^, served to delay the con- 
summation of tho reorganization for a consideiable peiiod of time and, to somo 
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extent, finanoialfy to embanass the leorgnnized company Conditions in the 
building industry generally and in the ladiatoi business in ptiiticulai furthei 
served to deplete the wo. king capital of the leorgamzod coinpaiiy, with the 
result that the pie&cnt proceedings foi looiganization wcie institiftcd on Maich 
19, 1938 A certified balance sheet of the Dcbtoi as of the close of business 
March 18, 1938, piepaied by Maan and Comnany, accountants and auditois, 
lb hereto attached, made pait hereof, and maikcd Exhibit “A ” 

On Ootobei 26, 1938 the Distiiet Couit of the United States foi the Western 
Distriit of Pennsylvania cntcicd m the abovo-ontitlod piocccdings an oidoi 
authoiizmg and diicoting William G Hcinei, one of the Tiustecs of National 
Radiatoi Coipoiation, to prepaie and file in said piocccdings on oi bctoic 
December 5, 1938 a Plan of Reoigajiusation oi a repoit of his reasons why a 
Plan of Reorganization could not be effected In pursuance ot said oidei 
William G Hcinei, Trustee, on Dcccmboi 3, 1938 filed m said piocccdings a 
proposed Plan of Reoigamzation of National Radiator Coiporalion, uhieh by 
further ordci of said Couit was lefened to Watson B Adaii, Esq , as Special 
Master, foi hearing thereon and to report, inter aha, his findings and lecom- 
mendations with lespcct to said Plan and any objections which might bo 
made or such amendments oi plans as might bo proposed by the Debtor oi by 
any oieditoi oi stoekholdei Such leport of said Special Mastei was filed m 
said piocecdinga on January 18, 1939 

This IS the afoiesaid Plan pioposcd by Wilham G Ileiner, Trustee, with 
certain modifications pioposed by said Trustee m the couise of the healings 
bcioie said Special Master, and suggested by the report of said Special Master, 
after giving coiisideiation to objections and suggestions by parties in mtciest 
with respect to said Plan as oiiginally proposed and filed by him 

II Definitions 

The following toima whenevoi used m this Plan of Rooignnization, except 
whole otherwise indicated by the oontevt, shall have tlj ;0 following meanings 
lespoetivoly 

Plan This Plan of Reoigamzation, including any and all modifications thcieof 
. Dehtoi m Corpoialion National Radiator Corporation (a Maryland eor- 
poiatioii) 

Banh upU y Au An Act entitled, “An Act to Establish a Unitorni System of 
Bankruptcy thioughout the United States,” .ippioved July 1, 1898, niid Acts 
amendatory thereof and supplemental y thereto, including the so-called "Chand- 
ler Act," being AeJ, No 696 of the 75th Congiess, Thud Session, approved 
June 22, 1938 

Court' Distnct Court ot the United States for the Western District of 
Pennsylvania 

Debentures' Pitteen-Year Five Pei Cent Income Debentures of National 
Radiator Corporation dated as of March 1, 1931, and issued and outstanding 
undei Indentiue from National Radiator Corporation to Manufaotuieis Trust 
Company, a Now York corporation, as Trustee, dated Septerabei 27, 1932 

Oencral claims Claims against the Corporation filed in the above proceeding 
and duly allowed, excepting claims in lespoct of Debentures and excepting 
claims which either are entitled to prionty as a matter of law or aio socuicd by 
assets of the Coipoiation 

Unsecured creditma Holders of Debentures or of general claims ’ 

Present piefetred stock 87 00 piefeiied stock of the Coipoiation, without par 
value, presently issued and outstanding 

Present common stock Common stock of the Coiporation, without par 
value, piesently issued and outstanding 

Stockholders Holders qf either present preferred or proso^it common stock 
ef the Corporation 
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New Common Stock Tho New Common Stork desonhod uI Aitiole IV of the 
Plan 

Trustees William G Heincr and C Lawrence Evans, Tiu&tecs of National 
Radiator Corporation, or thoir Buccossors duly appointed in the aforesaid 
proceedings 

III The Rcoiganized Company 

A It IS pioposod that upon eonfiimation of the Plan the Trustors shall 
organises a new ooipoiation undoi the laws of such state as they may deter- 
mine, having the name of “National Radiatoi Coipoiation” oi a substantially 
similar name, and having an nuthoiizcd capital in aceoidnnce with the provi- 
sions of tho Plan As an incident to thot consummation ol the Plan, it is pio- 
posed to tiansfor and convey to such new coiporatioii, excepting in so fai as 
the Plan expirssly piovides othciwiso, all of the propeitics and assols of every 
nature and desriiption and Mheicsocvei situatid then owned or held by the 
Debtoi 01 by the estate in the hands of the Tiuslcos Said now corpoiation 
IS heiemaltei lefcirod to as the “Rooiganized Company” All mattcis in 
connection with tho oi^ani/ation of such new coiporalion shall be determmed 
by tho Tiustees with the approval of tho Court 

In tho alternative, if the Tiustees with the approval of the Couit shall so 
deteimine, the opeiations of the Coipoiation aftei its loorgamzation may be 
continued undci its Certifioato of Tncoipoiation issued by the State pf Maiyland 
on the 16th day of August, 1932, and under which it has opeiated continuously 
since that time In such event, following the confirmation of the Plan, tho 
Ccitificatc of Incoipoiation and Py-Laws of the Coipoiation will be amended 
m such paiUouUus as aie doomed nocessaiy oi appiopriato )>y the Court m 
ordei to oonnininiate tho Plan; and the teim “Eeoiganizcd Company,” as 
used lioroui, shall bo doomed to lofor to the existing Coipoiation as leoigamzod 
in acooidanco with tho Plan 

B Tlio llooigani/od Company will at the date of loorganization have no 
funded debt On tho basis of the pro fmma balance sheet of the Rcoiganizcd 
Company giving ctfcct to the Plan (Exhibit B), tentative ossuiances have been 
ieei»ive<l fiom conimoici.il banks that Ihe cicdit leqiured by the Reorganized 
Company iii its first year of operations can be obtained 

C. The capital stnictuie of tho Rcoiganizcd Company, as contemplated by 
the Plan, is as follows. 

Amount in No of 
Now Common Stock* Par Valu e Shares 

To be authorized .. .. $2,000,000 200,000 

To be issued undei the Plan (appioximatoly) . $1,630,560 153,066 

To be subject to issuance foi othei oorpoiatc purposes 

(appioximatoly) . . . . $ 460,440 46,944 

A p>o fortna balance sheet of the Reorganized Company is hoicto attached, • 
made part heieof and maikcd Exhibit “B ” 

IV, Dosciiption of Now Common Stock 

Tho 260,000 slimes of Now Common Stock of the Reoiganizcd Company 
will have a pin value of $10 each, and will oaxry voting piivileges to tho extent 
of one vote for each shaio Tho by-laws of the Reoiganized Company shall 
provide for cumulative voting for the election of diieotois Appioximately 
153,056 shaics of such New Common Stock will bo issued under the Plan, and 
the romaindor of the authoiizod New Common Stpek may be issued by the 
Reorganized Company fiom time to time at not less than its par value m accord- 
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ajioo with apph&able law, and subject to the obligation of Ihe Reorganized 
Company to fiist offer such remaimng shaii's to Ihe holdeis of New Common 
Stock issued under the Flan 

V Tiealmenl of Piescnt Cieditors 
A Claims’ Not Appbcted by the Pl vn 

The claims of Iho following classes of cieditois will be assumed by the 
Reorganized Company and paid in full in cash following consummation ot the 
Plan' 

(1) All costs and ospenses of administiation and other allowances which 
may be appioved or made by tha Couit 

(2) Indebtedness and hahilitics licretofoio or hereafter incurred by the 
Trustees during the tiusteeslnp and remaining unpaid at the date of final 
oonfiimation of the Plan 

(3) All claims of the United States oi ot any State or political subdivision 
theieof covering unpaid taxes oi govciiimental chaiges; as ucll as any other 
claims entitled to piioiity of payment uiidei applicable laws 

(4) All claims the payment of winch is secured by assets of the Coipora^ 

tion. ' 

(5) General claims of S2S or less in amount 

(6) (lustomars’ credit balances as of the dose of business March 18, 
1938 

B Claims and Secuiutibs Affected by the Plan 

The following claims against and secuiities of the Coipoiution will be 
modified and alteicd fay the Plan. 

(1) General claims exceeding $25 (appio\iraately $362,833 92), 

(2) Claims ot the holders of $4,636,207 89 pniicip.i,! amount of Deben- 
tures, aggiegatmg with accumulated and unpaid lutoiest thereon to and 
includmg Maich 18, 1938, the sum of $6,080,717 78. 

C Basis of KxenANOE of Genebal Claims and DEBENTtmES fob Cash 

and/ob Secubities 

Claims of Holders of Debentures. 

In exchange for each of the Fifteen-Yoai 5% Income Debcntuies of the 
Corporation issued .under Indenture from the Coiporation to Manufacturers 
Trust Company, Tiiisteo, dated as of September 27, 1932, together with all 
coupons appui tenant theieto and maturing oii September 1, 1938 and thore- 
aftei, the Debenture holders will receive shares of Now Common Stock on the 
following basis' 

Computed claim with No of Shaies of New 
Debenture inteiest to Common Stock to be 

Denomination _ March 18, 1938 Issued 

$1000 $1310 48 32 

$600 $670 24 16 

$250 $335 12 8 

By their terms the coupons appurtenant to the Debentures, except tho final 
coupons, become void at their rospoetive maturity dates if no iiitoiobt then shall 
bo payable thoieon; and the final coupons cover all an oarages of niteiost from 
Moiroh 1, 1931 to thoir maturity on March 1, 1916 Accordingly, failure to 
surrender coupons duo Maich 1, 1938, or piior thereto, shall not affect the 
treatment to be aocoided^ the Debenture holders horeundpr, but all such 
opupons shall be doomed to be void 
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General Claim') Exceeding S36 arid Not Exceeding SSOO 

The holdora of general claims exueedmg $26 and not oxeecdmg $600 {except- 
ing the aforesaid customers’ credit balances) shall icceive ui exchange theiefor, 
at then optio'n, cilhci 

(a) One shaie of New Common Stock foi each $40 00 involved m such 
claims, lospoctively, and for balances of such claims of loss than $40 00 
one additional share of Now Common Stock will bo issued, but only upon 
wiitten demand ot the holder of any such claim made upon the Trustees 
within ninety (90) days aftei the date ot the Oidei of the Court confiim- 
ing the Plan, and upon payment of that propoition of the sum of $10 whioh^ 
the difference between such balance and $40 00 benis to $10 00, or 

(b) Cash in an amount equal to twenty-five (25%) per centum of such 
claims, lespeotivoly, or the sum of $26, whichovei of said amounts may be 
higher 

Any holder ol any such gcneial claim exceeding $26 and not exceeding $500 
(excepbng the aforesaid customeis’ ctedii balances) who shall have failed to 
notify the Tiusteos ui \vriting within sixty (60) days aftei the date of the Oidei 
of the Couit confirming the Plan as to his elootion with respect to the foregomg 
alternative methods of tiOatmcnt, shall receive shares of New Common Stock 
in accoidance with option (a) set foith above 

General Claims Exceeding SSOO 

The holdois of general claims oxeecdmg $500 (excepting the afoiesaid cus- 
tomers’ credit balances) shall leceivo m exchange theiefor one shaie of New 
Common Stock for each $40 00 involved m such claims, respectively For 
balances of such claims of loss than $40 00 one additional shaie of New Common 
Stock will bo issued, but only upon wiitton demand of the holdei of any such 
claim made upon the Tiustees within nmoty (90) days aftei the date of the 
Oidci of the Court coiifiimmg the Plan, and upon payment of that pioportion 
of the sum. ot $10 which the difference between such balance and $40 00 bears 
to $40 00 


Summaty 

In pursunnee of the contemplated exchanges and cash payments above men- 
tioned, tlieio will be distiilmtcd and paid to the unsecured cieditors of the 
Coi potation (assumuig that all the holders of claims exceeding $26 and not 
exceeding $500 will oleot to leccivo cash under option (b) ^et foith above) sub- 
stantially the following amounts of Now Common Stock and cash 


To Holders of Cash 

Debentures m lespeot of piinoipal and mteiest None 
Geneial claims of $26 or less (appioximately) $3,148 66 
General claims exceeding $26 and not exceeding 

$500 . $13,606 37 

Gcneial claims exceeding $500 (appioximately) None 

Customers’ oiodit balances $ 8,069 25 

Total . ... . $24, $84 28 


New Common 
Stock 

146 , 168 shaies 
None 

None 

7,898 shares 
None 

163,066 shaics 


VI. Basis of Tieatment of Stookholdors. 

This Plan is prortioated upon the insolvency of the Corpoiation at March 18, 
1938, the day pnoi to the appointment of tho Trustees m this proceeding, and 
at the present time. In tho judgment of the Tiustcc such insolvency is clearly 
established by tfie opeiatmg loports of the Trustees and by the balance sheet 
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of the Company at said date as set foi Ih in the audit lepoit of Mam & Company, 
ccitified public accountants, filed of ipcoid m those piocoodiiiKs, as supple- 
mented by the appraisals of the Amenoaii Appiaiaal Company hied of locoid 
in these pioocedings on Novombei 12, 1938, and December lf),rl938, as well 
as by other ovidoncc in the leooid ol the healings on tlie question of the insol- 
vency of the Debtoi hold befoio Watson B Adaii, Esq , Special Mastoi, on 
December 16, 1938, and on January 7, 1939 It is proposed to request the 
Court, as a part of its order approving this Plan, piiiHuaiit to Section 174 of 
Chapter X of the Bankruptcy Act, to find that the Debtoi is insolvent, and that 
neither the present preferred stock nor the present coinnioii stock of the Debtoi 
is affected by the Plan iii such mannei or to such e\1 ent as to require the holders 
thereof to accept the Plan as a prerequisite to its confirmation and consumma- 
tion The holders ot the present picfcriod and common stock of the Debtor 
will aocordmgly have no interest whatevei in the Rcoiganuscd Company 

VII Botcntion and Disposition of Pioperijes. 

A Pkopebtt Dealt with under tub Plan 

The propel ty dealt with under this Plan includes all of the properties and 
assets of the Debtor and of the Estate in the hands of the Trustees of every 
nature and doscnption and wheresoever situated 'All claims belongmg to the 
Debtoi or to the Estate which are not collected by the Trustees prior to the 
consummation of the Plan shall be and become the property of the Reorganized 
Company, excepting claims not settled or adjusted in the Plan which shall be 
letaiiied and enforced by the Trustees 

B Acquisition op Plant and Pbopeety op Subsidiaiiy Company 

As an incident to the oonsiimmation of the Plan the Lebanon Plant and 
equipment therein owned by National Steel Boilei Company, a wholly-owned 
subsidiaiy of the Debtor, and leased to the Debtoi, will bo transfcirod and 
convoyed to the Reorganized Coipoialion togetlior with such of the other assets 
of said subsidiary as may not be loquircd for the payment of its obligations 

C Disposition of Idle Plants and Phopbeties. 

The meigor of vaiious small ladiatoi companies to form National Radiator 
Coipoi ation (of Delaware) leaultcd in its aequisition of a nunibei of plants and 
propeities, large as well as small, which are now the pioperty ot the Debtor 
and some of which have been idle for a long period of time and cannot in all 
piobabihty be pro^Ubly operated m the future The economics lesulting 
horn mechanization in manufacturmg opeiations, and the concentration thereof 
at as few plants as possible, as well as the high coat of carrying such idle prop- 
erties, dictate the advisability of disposing of such piopeities at as eaily a date 
as may be piacticdblo Theie is attached to this Plan as Exhibit “C” an 
excerpt fiom the appiaisal report of National Radiator Coipoiation (of Mary- 
land) at Maich 18, 1938, as made by the American Appraisal Company and 
filed m this proceeding, and which describes goneially the vaiious properties 
of the Debtoi and then lelativo usefulness iij its opeiations 

As an moident to the leorganization of the Debtor any oi all of the following 
plants and propeities now owned by it, m whole oi m pait. 

Union Plant — Johnstown, Pa 

Ti’onlon Dwellings — ^'I'rcnton, N J. 

Chicago Plant — Chicago, 111 

Fiaraingham Plant — ^Frammgham, Mass 

Dunkirk Plant — Dimknk, N Y 

Noith Tonawanda Plapt — North Tonawanda, N Y, 

Garden City Warehouse — Garden City, L. I , N, Y. 
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may, m the discretion of tho Tiuhlces, after confirmation of the Plan by the 
Court, bo conveyed by tho Debtor and the Tiustoes to a new coiporation 
to be foimed by the Trustees In exchange foi the plants and pioperties ^o 
conveyed said new coipoiation shall issue to the Hcoigauizcd Company shaies 
of its capital stock, so as to become at the date of leoiganization a wholly owned 
subsidiary of the Beoiganized Company, and as an incident to such conveyance 
such new corpoiation may assume and agree to pay any hen or cncumbiance 
then e\istmg upon any of the properties convfeyed, and/or any unpaid taxes or 
governmental charges applicable to such piopeities. The name, state of 
mcoipoiation, capitalization and all other matters m connection with such new 
corpoiation and such conveyances shall be dcteimmed by the Tiustces 

YIII Management of Bborganized Company. 

The Reoignnizod Company shall be managed by a Board of Directors of not 
more than eight members, who shall exercise such powers and authority as the 
by-laws may piesciibe The first Board of Dneotors shall consist of eight mem- 
bers, who shall take office upon tho consummation of the Plan, and shall serve 
until the annual meeting of the shareholders of the Reoiganized Company m 
the year 1941, and until the election and qualification of their succcssois 

The members of the first Boaid of Directors shall be the following. 

Name Residence 

Charles L. Crouse Johnstown, Pa. 

C. Lawrence Evans .Johnstown, Pa 

Rudolph B Fleishcm Buffalo, N Y 

William G Homer Pittsbuigh, Pa 

Leo J, Laikin New Yoik City, N Y, 

Thomas B McAdams Baltimore, Md 

Aithui B Van Buskiik Pittsbuigh, Pa 

Robeit.S Waters Johnstown, Pa 

The by-laws of the Reorganized Company may piovide for an Executive. 
Comnuttce of the Board of Directors, consisting of not less than three noi moie 
than fivo nicinbeis thereof selected by the Board of Diioclors, w ho shall between 
meetings of llio Boaid of Diroctois oxciciso and enjoy all of the power and 
authoiity of the Board of Dueotois m tho management and business of tho 
Reorganized Company, excepting in so tar ns the Boaid of Diroctois may 
otherwise piesciibe, and the by-laws may piovide that m the absence of any 
icgulai member of tho Executive Committee any diiector'mny at the lequest 
of tho President sit as a member of said Committee at any regular or special 
mcetmg thereof In so tai as any and all matters having relation to said 
Committee may not be governed by tlie by-laws they shall bo subject to appio- 
piiato action of the Boaid of Directors 

Immediately following their lakmg of office hereunder, the first Board of 
Directois shall elect a Picsident, one or more Vice Presidents, a Sociotary, and 
a Tieasuror, and such other officeis as the by-laws may piesciibe, to serve at” 
the pleasure of said Boaid of Directors untd the annual meetmg of the share- 
holders in 1911 

At enfth annual shareholders’ meetmg bogmning with the annual meetmg 
m 194:1, the shareholders of the Corporation shall elect a Boaid of Dneotors 
for tho ensuing year in accordance with tho by-laws of the Company 

IX, Certificate of Incorporation of Reoiganized Company, 

There shall be included in the certificate of incorporation of the Reorganized 
Company, by appiopnato amendments oi otheiwiE>6; 
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(a) Piovi<Hoii& pruhihiting the Eoorgamzod Company fioni paying cash 
dividends except out of not profits oi suiplus earnings loalizod aftoi The 
date of oonsummation of the Plan, as detornimod in accoi dance with sound 
principles of accounting consistently mamtamcd 

(b) Piovisions piohibitmg the Eeoiganizcd Company fioni issuing non- 
voting stock 

(c) Piovisions lequiring the Rcoiganizcd Corajiany to make, not less 
than once annually, peiiodio lepoits to its secuiity holders, which shall 
include piofit and loss statements and balance sheets piepaied m accoidance 
with sound business and accounting prat tico 

(d) Piovisions pioaeivmg the ,preemptive rights of the holders of Now 
Common Stock issued undei the Plan to subsciibe foi the leinnmdoi of the 
authorized New Common Stock provided foi m the Plan 

(e) Such other piovisions as aie necossniy or appiopriate in the opinion 
of the Couit, and as may be pi escribed in its order confirming the Plan or 
in any other decree, in oidci to cany out the Plan pi to comply with any 
piovision of law 

X Approval, Acceptance, Confirmation and COnsununation of Plan 
This Plan shall be approved, accepted, confiimed and consummated in 
accordance with the provisions of Articles VII and XI of Chapter X of the 
Bankruptcy Act, as amended No piovision is made for the realization by the 
unsecuicd creditors (which is the only class ot cicditors aficctcd by the Plan) 
of the value of then claims against the piopeity dealt with by the Plan and 
affected by thou claims, foi the reason that the acceptance of the Plan by two- 
thiids of such unsoourod cioditois as a class is essential to the confiimation 
of the Plan, and if the Oouit should dotoniiine that there is more than one class 
of oreditois atfooted by the Plan, and it any such other class does not accept the 
Plan by the requisite two-thuds majoiity, then the CouilTm its oidei oonfiim- 
ing the Plan may, in accoidance with the piovisions of the Bankruptcy Act, 
prcsciibo the protection which such non-consenting creditors are to receive 

XI Execution of the Plan 

Upon its confiimation, the Plan shall be executed and oonsummatod by the 
Trustees, noting under the supervibion of the Court For such puipobcs the 
Trustees shall have full power and authority to take any and .ill steps deemed 
by them to bo necesaaiy or propei to effect and to consummate the Plan, and 
which may be authoiized or approved by the Court, includuig, inter aha — 

(a) The dctormmation of the piovisions of the charter of the Rcoigan- 
ized CJompany, or of any amendments theieto, neccssaiy oi appiopiiate m 
order to eaiiy out the Plan 

(b) The determination of the provisions of the by-laws of the Reorgan- 
ized Company, or of any amendments theieto, neoessniy oi appropiiatc in 
ordoi to carry out the Plan. 

(c) The tionsfer and conveyance to any new corporation formed lor the 
purposes of the Plan, as provided in Article III hereof, of the piopoitics and 
assets of the Debtor pr ol any subsidiary company, or in the liai^ds of the 
Tiustces, and the dcteimination of all mattcis inoidciital thCicto 

(d) The determmation m aceordanco W'lth the Plan of the provisions 
' of the oeiUficatos for New Common Stock 

Distnbution of, cash and/or New Common Stock sliall bo made by the 
'^stoos to creditors (a) pJoofs of whose clairas have been filed prior to the 
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date fix-od by the Court and arc allowed, or (b) if not so filed, whobc claims have 
been scheduled by the Debtor as fi^ed claims, liquidated m amount and not 
disputed 

In puisuanco of their duties and responsibilities undci this Aiticle XT of 
the Plan, no notices shall be lequirod to bo given to the eiuditois oi stook- 
holdeis of the Company, unless the Couit shall, w'lth icspect to any particular 
matter direct othoiwise * 

Dated at Pittsbuigh, Pa , February 4, 1939 

Kespectfully submitted, 

WiluIm G Hbinek, 

Tiustee, National Radiator Cmpoiaiwn 

Abtiiub B Van Btjskihk, 

T W PoMBBOv, Jn , 

Reed, Smith, Shaw & McClat, 

CoMiiclfm Ileiner, 

Trustee 

747 Union Tiust Building, ’ 

Pittsbuigh, Pa 

Reconstruction for causes other than failure. — Reconstruct 
tion often occurs for some cause or causes other than failure. 
The more important of these causes may bo enumerated as 
follows : 

1. Dissolution because some law, such as the anti- 
monopoly law, has been violated 

2. Segregation of companies specifically required by law 
to diissolvc theii’ relationships An example of this form of 
reconstruction is furnished by the segregation of the coal and 
railroad companies under the Commodities Clause of the 
Interstate Commerce Commission Act. Another example is 
the simphfication of public utihty holding company systems 
to meet the requirements of the Public Utility Holding Com- 
pany Act of 1935. (See page 697.)“ 

3. Recapitalization as a step prebmmary to consohda- 
tion. 

4. Recapitalization as a step prehminory to refinancing. 

5. Rocapitabzation to get rid of arrearages of preferred 
dividends. 

6. Reconstruction to get rid of unprofitable umts. 

■« 

“ Sco, for svamplo of dissolution under Interstate Conuneroe Act, “Deoreo 
Approving Third Modified Plan of the Reading Company,” filed in the District 
Court of Iho United States foi the Eastern Distiiofc'of Pennsylvania, June 23, 
1923. For example of voluntary reorganuation undei the Public Utihty Hold- 
ing Company AeJ*, see Seounties and Exchange CoipmiBBion Release No, 961, 
Jan, 11, 1938, approvmg plan of Massaohueetts Utilities Associated 
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7. Reconstruction to dispose of unnecessary corporate 
entity. 

8. Reconstruction to give active management 'an interest 
in the ownership control. 

9. Reconstruction to reduce taxes. 

Wc shall proceed to discuss these subjects briefly, omitting, 
however, number 2, which is too specialized to warrant 
detailed explanation here. 

Dissolution under anti-tiust law proceedings — ^We saw in 
the chapter on illegal combinations the chcumstances under 
which these intercorporate relations are prohibited as being 
monopohstic and in violation of the Sherman Anti-Trust Law 
Before the Federal Trade Commission was cieatcd, the pro- 
cedure consisted of a decision of a lower Federal court con- 
demning the combination, from which an appeal was almost 
invariably taken to the Supreme Court. If the lower court’s 
opimon was aflarmed, the matter was returned to the lower 
couit for a decree instructing how the dissolution was to take 
place. The court was always nundful of the injuries that 
might result to innocent investors, and held hearings to give all 
paities an opportunity to advance Lhcir objections to sug- 
gested plans. This method of “unscrambling” the trusts 
took up so much of the court’s time that the Federal Trade 
Commission was created, partly to work out plans of dissolu- 
tion The final plan must have as its objects. (1) an effective 
restoration of competition among the parts into which the 
combination is broken up, and (2) as little injury as possible to 
the security holders 

Recapitalization as a step pi'climtnary to consolidation . — 
Wc saw that intercorporate relations are frequently brought 
about through a purchase by one company of the assets or of 
stock of another. Bcf oi e the purchasing company can deliver 
its securities for which the plan of consolidation provides, it 
.may have to recapitalize.*® Thus in 1915, when the Kenne- 
cott Copper Company bought stock of the Utah Copper 

^•For tho important part of tho deoioe dissolving tho so-callod Powder 
Tiust, see C. W Geistenbelg, “Matoimls of Coipoiation FinanCo,” pages 
1001 - 8 . 

“ The author uses the term rceapitalization loi sonic change in the form of 
capitalisation not mspircd.by failure oi feai of imminent failure Kccapitali- 
zntion also connotes that the ohangc is not meiely an inoieaso in capital stock 
or bonds resulting from thg normal expansion of a concein, ijjnd that it is not 
rpea'cly a stock dividend The change in capitalization may be tho resui 
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Company, Braden Copper Mines Company, and the Alaska 
Syndicate, it had to increase its stock from 720,000 shares to 
3,000,000 'shares without par value. In 1918, when the 
AxoBncfm Glue Company purchased the National. Glue Com- 
pany, it increased its own stock first and then paid large stock 
dividends to its own stockholders b'efore issuing stock to the 
vendor company. 

The advantages of such an arrangement will be seen if a . 
simple imaginary example is given. Let us suppose that 
company A has one class of stock — 10,000 shares without 
par value but with a book value of $300 a share, or $3,000,000 
for the entire stock. It proposes to buy company B’s prop- 
erty, B has outstanding 5,000 shares with a book value of $100 
each. If A increases its stock to 15,000 shares in order to 
give B 5,000 shaies,'the book value of each of its shares will 
bo $200 ($3,000,000 divided by 15,000). It could give B 
2,600 of these shares, since the net value of R’s ‘property 
is $500,000. This would mean that if company B wished to 
chssolvc, it could give to its stockholders only one share of 
A’s stock for every two shares of its own stock. Perhaps the 
stockholders of B would not consent to the sale of their 
propel Ly in the first instance if they knew that their holdings, 
although of the same market or book value, were nominally 
to bo cut in two. Some arrangement must be made whereby 
the B stockholders, in cxchangmg their shares for the stock of 
company A, can get share for share. The solution is to dilute 
the A stock till it has the same book value as the B stock. 
A therefore would increase its stock to 35,000 shares; it would 
declare a .stock dividend of two shares for each outstanding 
share, thus using up 20,000 shai’es of the increase, the other 
5,000 shai’es would be given to company B. The recapi- 
talized combined company would have net assets amounting 
to $3,500,000, and each of its 36,000 shares would have a 
book value of $100. 

Becapilahzaiion as a step preliminary to refinancing . — On 
the same principle as was explained in the previous section, 
corporations sometimes are led to recapitalize before selhng 
new securities to outsiders. The author has in mind a small 


oI some neoeasiiy, as for example, -wbeie stock is *ia8ued to clean up arrear- 
ages of dividends on cumulative prefeiied stock in order that the company’s 
credit shall impipve sufficiently to peinut it to sell other securities on favor- 
able terms. 
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corporation, whose purpose was to speculate iu New York 
real estate. The opportiuuty came to buy a parcel of prop- 
erty at a time when all the funds were tied up iu ot,hei prop- 
erties. In prder to treat its stockholders alike and still not to 
force them to subscribe to new stock to preseivo their equity 
in the surplus, or to purchase stock at a pieraium, a stock 
dividend was first declared, bimgiiig down the book value of 
all the outstanding stock to its par value."^ When this had 
been accomplished, the purpose of the new issue (to raise cash 
to buy the new property) was explained and the stockholdeis 
were given an opportumty to purchase new shares at par. 

Sometimes refinancing is thwarted because a company has 
in the past depended too much on bond financing. If, for 
example, a company issues bonds to such an extent that the 
interest eats up a large part of the earnings, and if the remain- 
ing earnings are "ploughed into” the property to furmsh 
an equity in the improvements and betterments acquired 
through the sale of bonds, the stock will go year after year 
without dividends, its value will be depressed, and conse- 
quently there wiU be no market for new shares. Thus the 
company will be forced to issue more bonds whenever funds 
are needed. To obviate the difficulty, some plan will have to 
be devised for issuing securities with the contingent claim of 
dividends instead of the fixed claim of interest. The device 
of stock without par value has frequently solved the problem 
in recent years, for such stock can bo sold at its market value 
without involving the holders in future liability, as would be 
the case if stock with a par value of $100 a share were sold 
at a price lowef than par.** 

Another way out is to issue preferred stock or to issue 
prior lien stock. Thus in 1914 the Pacific Gas and Electric 
Co. met the difiSculty of a dangerously increasing dependence 
on bonds by making its preferred stock a second preferred issue 
to come after some new preferred stock, the latter iu effect, 
therefore, became a prior lien stock. 

RecapitalizaUon to get nd of arrearages of preferred diin- 
dends . — Sometimes a company will wish to sell additional 

If the loadei will turn back to page 600, ho will lemlily follow the argu- 
ment in this sentence 

See ariie, page 127 

a» For a copy of the official oueular clesciibing the tionsaction, see C. W. 
Gerstenbeig, ''Matenals of Gorpoiation Pinanoo," pages 920-932. See ante, 
page 165 
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preferred stock for purposes of expabsion, but •will be handi- 
capped in so doing because arrearages of accumulated divi- 
dends on Ijhe preferred will have depressed its market value. 
To clean up the arrearages, some form of recapitalization will 
be lequned; usually securities ai-c substituted for' cash in the 
payment of the arrearages For example, in 1917 the Amerh 
can Water Works <fe Electric Company increased its preferred 
stock* by $6,000,000, of which $450,000 was to provide divi- 
dends for arrearages and the remainder was to be used foi ’ 
needed expansion. The 21 per 'cent arrearage, in that case, 
was paid by giving 3 per cent in cash, 9 per cent in preferred 
stock at par, and 9 per cent in common stock at 223^. Since 
these dividends were to be paid on $5,000,000 of preferred, 
the company had to issue $450,000 of preferred stock and 
$2,000,000 of common, par value. 

In 1936 many corporations settled dividends that had 
accumulated during the depression by readjusting their capital 
structures and offering stockholders a small amount of cash 
and the balance in securities. For example, stockholders of 
Bethlehem Steel Corporation, Lehigh Poitland Cement 
Company, and Pure Oil Company approved plans for settle- 
ment on this basis. 

Reconstruction to get rid of unpiofitahh units. — A corpo- 
ration may find that part of its business is unprofitable and 
should be discontinued. In connection with the liquidation 
of this unprofitable part, some form of recapitalization may 
take place. For example, in 1923 the American Cotton Oil 
Company found that the principal business for which it had 
been organized forty years previously — ^that of crushing 
cotton seed and refining and seUmg the resultant cotton seed 
oil — had become unprofitable. But its subsidiaries had been 
successful; they had been making the well-known products, 
Gold Dust and Fairy Soap. It therefore proposed to exchange 
its own stock for stock of the Gold Dust Corporation in order 
that tho stock associated with the more profitable business ' 
would be outstanding in the hands of the investment public. 
This was an excellent move to improve the general investment 
position 'of the combination. 

Reconsimciion to dispose of unnecessary corporate entity . — 
After a concentrated period of expansion during which holding 
companies, operating companies, and other corporate entities 
have been used to acquire control of plants and to extend the 
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operations of ■•a concern,' the owners of the interlocking com- 
panies may find that their corporate structure is unneccssaiily 
complicated and unwieldy Readjustment liecomes necessary 
to simphfy the organization. Thus, the thicctors of the 
General Baking Corporation, a holding company formed in 
1926 which had acquired control of the General Baldng Co 
and other compames, found in 1931 that there was no reason 
for continuing to maintain both the General Baiting Corpora- 
tion (the holding company) and the General Baking Co 
(the operating company), as tTic assets of the holding company 
consisted almost entirely of common stock of the operating 
company. In fact, the existence of the holding company 
had become a handicap to the operating company The 
capitalization of the hokhng company was unwai ranted by 
the earnings of the corporation and if the company continued 
to pay dividends on its $6 preferred stock at the rate specified, 
the operg,ting company would be unable to finance through 
earmngs the requirements of the normal giowth of its business. 
To remedy the situation, a plan was adopted whereby the 
holding company would be dissolved and the stockholders 
would receive in exchange for their preferred shares and for 
accumulated dividends in arrears, common stock of the 
operating company. A recapitalization of the General Bak- 
ing Co. was necessary to permit the exchange of securities. 

Reconstruchon to give ownership control to the active man- 
agement . — It IS usually a good rule to let the active, responsible 
management control con'espond quite clo.soly to the tech- 
nical ownership control. Thus suliordinatcs will know that 
the orders coming from the management carry an air of 
finality. Let us suppose that A owned the controlling interest 
in company X and that upon his death the stock rcpiesenting 
the control passed into the hands of his widow, who relied upon 
younger subordinates on whom are now thrust the responsi- 
bihties of active management. The widow would probably 
do well to accept preferred stock with proper protective fea- 
tures and to tmm over common stock representing a residual 
claim on the eai-nings to the active managers. It is not neces- 
sary to malce a present of the stock, the option to purchase at a 
reasonable price will induce loyalty and intelligent application 
to business on the part of the interested managers, who may 
be permitted, through ^ome form of profit-sharing agreement, 
to apply a certain percentage of the earnings of the business 
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to the ’payment of the purchase price of their' gtock. Thus 
in 1917 the president of Mai'shall Field & Co. announced the 
reorganization of the management of the company and a 
division of the stock, giving the preferred to the Marshall 
Field estate and to the retiring officeis, and the common stock 
to those who were actively to carry forward the administra- 
tion of the business 

Reconstruchon for tax purposes . — In the beginning of this 
book we compaicd the various forms of business organization , 
from the standpoint of their tasc hability. In recent years 
taxes have inci eased tremendously. Even if Federal taxes 
are reduced, the State and local governments’ demands for 
more income will probably mean a continuous increase in 
taxes levied on business income by government authorities 
Businesses organized in a form that is heavily taxed, or oper- 
ating under charters’ from States whose taxes are relatively 
high, will be at a disadvantage when compared with com- 
petitors who have grasped at every legitimate oppoiliumty to 
reduce taxes to a minimum. Every business should inquire, 
periodically, since the business will change constantly in 
volume and even in its nature and the location of its opera- 
tions, whether certain steps cannot be taken to avoid heavy 
taxes or multiphcity of taxes. We cannot repeat the various 
suggestions made in the couise of this book, but many of 
them, if advantage is to be taken of them, wiU require some 
form of reooiisti notion A corpoiatioii may be turned into 
an individual proprietorship, or vice versa; subsidiaries may 
be consolidated with the parent company, a concern may 
wish to reincorporate in a State where it will have lower 
annual taxes ; it may wish to give up its chaiter in some foreign 
State, thus avoiding taxes there, and to ineorpoiate in the 
State where it is doing its principal business and where it is 
taxed just as heavily as a foreign corporation as it would be 
taxed as a domestic corporation. 

But whatever step is taken in reconstruction, whether it be. 
on account of failure or for some other reason, care must 
always be exercised that the transaction is not technically 
carried -.out in a way that will incur unnecessary taxes. Cer- 
tainly no reconstruction of any kind should be undertaken 
without a careful study of Sections 112 and 113 of the Internal 
Revenue Code and the Regulations and various rulings issued 
by the Treasury Department in interpreting this important 
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section. Thg subject is. too technical and would take-up too 
much space here for even a brief description of the principles 
involved, but again wc urge all persons engaged in any foim 
of reconstruction to study carefully not only the law, but all 
the illustrative cases that have been used by the Treasury 
Department in elucidating its interpretation of the law.®* 

“•See the following heading.*) in the index of the cuiient Prontice-Hall 
Fedeial Income Tax Seivioo icoiganiiiation, consolidation, h()iiidaiion, and 
BO foith See also the Pientice-Hall State Tax Seivieo for the tax laws of the 
seveial States 
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Advertising 

agreement as to, among purchasing 
baiikeis, 415 

effect of combination on, 024 
for redemption, 298 
in selling gioiip agioemont, 421 
of securities, 360 

names of principal underwriters 
m, 430 

Affiliated companies 
sotiico of woikmg capital, SOS 
taxatioi) of, 084 
Aftor-jcquiiod clause, 211, 228 
consolidation to a-void, 241 
ofioct of consolidation on, 032 
lease to avoid, 241 
metbods of avoiding, 228 
purchase money mortgage to avoid, 
220 

eubsidiaiy to aVoid, 236 


Aitoi-acquired property, mortgage on, 
210 

Agencies for soiling securities, 302, 373 
.Agents 

partners as, 52 
syndicate membeis as, 396 
Agieemonts, undeiwriting. See Under- 
writing agreements 

Alabama Great Southern R R Co , 
cumulative dividends, 138 
Alaska syndicate, sale of stock, 806 
Albany & Susquehanna R R , early 
sale of seouiities, 383 
Alien corporations, defined, SI 
Alleghany Corporation 
oontrol of, 116, 683 
convertible bonds, 252 , 
stock pui chase warrants, 151 
Allotments of secmities 
by manager, 419 
to dealots, 418 
Amalgamation, 627 

Amoiican Agricultural Chemical Co , 
stock dividend, 666 
Amenoan Bicvele Co , failure of, 730 
Ameiioan Biake Shoe & Foundry Co , 
oonveitiblo stock, 146 
Amoncan Brown Boveri Eloctiio Corp 
foundsis’ shaios, 166 
American. Can Co 
consolidation, 390 
dividend locord, 604 
outside operations of, 624 
sinking fund, 294 

Amoncan Car & Foundry Co , reserves, 
587, 688 

Amoncon Coal Products Co , avoiding 
dissmation of goodwill, 693 
American Cotton Oil Co 
reorganisation, 807 
sale of assets, 791 

Amenoan Diuggists’ Syndicate, sale 
of stock by, 362 

American Fruit Oiowois, Inc , ledoom- 
able bonds, 274 

American Glue Co , recapitalization, 805 
American llide & Leather Co , arrear-> 
ages, 138, 736, 766 
American Ice Co , sinking fund, 284 
Amenoan I G Chemical Coip , 117 
convertible bonds, 262 
American Locomotive Co , preferred 
stock, ‘138 

Ameiican Malting Co , liquidation, 730 
American Optical Company, Moss 
Ini^, 03 

Amoncan Radiatoi Co , dividend record, 
606 

Amenoan ^mcltors’ Secunties Company, 
conveitible bonds. 251 
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Aijiorioan Smeltvig & Eofimitg Co , 
prefeirod stock, 18b 

Ameriban Snuff Co , dividend record, 
605 

Amenoan Sugar Befining Co , dividend 
record, GOl 

American Sumatia Tobacco Co , receiv- 
ership, 765 

American Telephone <fc Telegraph Co 
budget, 610 

contiol of Bubsidiaiy, 682 
convertible bonds, 252, 253 
dividend increase, 740 
number of alockholders, 350 
president’s rcpotl on auiplus, 588 
sale of securities, 370 
Amcncan Tobacco Company 
horizontal combination, 01b 
lease of, 075 
sciip dividend, 572 

American AVatei Works & Electric Co 
anearages settled, 807 
refunding by, 262 
voluntary reoiganization, 698 
Ameiican Woolen Co 
dividend record, 604 
guarantee by, 265 
inventory treatment, 583 
reincorpuiiation of, 668 
reseive policy, 683 

American Wilting Paper Co., loor- 
• gamzation, 747 
Amoitisatioii, 196, 269 
funds, 276, 288 
Anaconda Copper Mining Co 
oonvorlible bonds, 248 
lease of, 060 
Annual ropoils, 83 
Annuity method of depiociation, 657 
Anti-finud acta, 367 
Anti-Injunctiori Act, 728 
Anti-Prioo Diariiminalion Act, 720 
Anti-trust 1 iws, 712 
acts excepting spoci'il groups from, 
722 

applicable to special industries, 721 
recent onsos under, 718 
rocoiislniction duo to, 803 
State. 712 

subsequent to Sherman Act, 719 
trade associations and, 724 
Application foi letter of credit, 487 
Appraisal method of dopieciation, 667 
Appriusal of property, 38, 39 
Appieciation, income from, 691 
Appropiiated suiplns, 326 
Appropriations for woiking capital, 576 
Armstrong Committee, 390 
-Arrangements under Bankruptcy Act, 
772. 773 

Arrear^^es, leoapitalization to settle, 785, 
Assembling * 

elements to be assembled, 86 
managerial ability, 40 ' 
properly, 37 
stops in promotion, 4 
valuation of pi>oportias, 88 
Aaseasablo stook, defined, 181 
Assessments 
111 reoiganization, 783 
Joans for, 793 


oblig ition to pay, 792 
of bondholdei 787 
Assets 

analysis of, 680 
care of, 651 
cnrioiit, 440 

distribution of socuntios based on, 640 
failure to m'lmtaiu, .581 
fictitious, 120, 680 
income fiom sale of, 691 
Intel coiporato iclatiuns thioiigh sale 
of, b&5 ' 

net quick, defined, 225 
provision fill dopicciition of, 662 
revaluilioii of, 692 
sale of, 325, 791 
foi woiking capitol, 60S 
valuation of, 043 
Assignment 

for benefit of creditois, 753 
of accounts, 497 
ohaiges for, 602 
contrart fo) , 499, 602 
eftect on ci editors, 501 
Bocuritv behind, 504 
of ceitifichte of stock, 121 
Assistant 

comptroller, duties of, 101 
treasuior, duties of, 1)7 
Associated Companies, Mass Imst, 68 
Assoeiatcd das & Elect iie Co.. 

oonvoitiblo investment oeiUfientes, 
246 

fi actional shaies, 669 
rcdeomablo bonds, 270 
lights of uou-voting Block, 106 
sale of BoeuiitioH, 376 
Assooiitod Oil Co , sinking fund, 281 
Assoc utod Tolefdiono Utilities Co, 
Block imrcnnse wan mts, 160 
Assumed mortgages, 204, 200 
Atchison, Topeka, Sr Ssnta Po By 
convcitililo bonds, 266 
failuie, 741 
reoiganization, 717 

Atlanta, Uiimiiigham & Atlantio By., 
roorg iniziilion, 790 

Atlanta, Biimiiighatn and Coast B B. 

guoiantced stock, 165 
Atlantic Const Lino B B , lease of, 
065, 666 

Atlantic, Gulf & West Indies Steamship 
Linos, dividend policy, 603 
Attachment, 752 

Auditing department, functions of, 90 
Auditor 

diagiam showing relation to comp- 
ti oiler and ticasuici, 9b 
duties of, 96, 90 , 

Austin Nichols, oumulatiio stock, 138 
Aiithontieatiou of bonds, 210 
Aulhoiizod stock, dofinoU, 131 
Automobilos, Qnineing s'llo ofr 606 
Ayer Mills, refunding bvi 866 

B 

'Bad debts 

losses from, 646 
reserve for, 682 , 

Balance sheet, analysis of, 126, 674 ' 
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Baldwin Locomotive Works • 
managemeut of, 162 
redeemable bonds, 272 
Baltimore & Ohio B B ‘ 
accounts at lailure, 741 
convertible bonds, 252 
failure, 711 

open-end mortgage, 213 
readjustment of doijt, 764 
leorganization, 740 
Bank. 

balanjies, interest on, 456 

choice of, 482 

loans 

and discounts, 481 
instead of short-term notes, 262 
tests of credit standing, 483 
Bankers See also Investment banlung 
advantages of selling thiough, 372 
advantages of iindoi writing to, 487 
advisory funi tion of, 305 
aid in refunding, 265 
banking function, 385, 
contract with corporation foi sale of 
securities, 410 

current methods of purchase and 
distribution oi socuiities, 404 
functions of, 303, 364, 306 
funds required foi commission, 12 
ongiimtmg, 404 
profits of, 236, 370 
protecting function, 305 
purchasing function, 304 
refunding oy, 235 

responsibilities placed upon by securi- 
ties Act of 1933, 304 
restrictions under Banking Act of 
1933, 364 

sale of Seoul itioB by, ,302, 363 
selling function, 365 
SOI VICO function, 307 
syndication whoie socuiities aie sold 
to, 403 

trading function, 367 
undoi wilting by, 302 
Bankeis’; 
aoceptancos, 491 

diagiam showing use of, 480 
shares, 167 

Banlung Act of 1033, 301, 391 
correction of holding company abuses 
by, 090 

effect on banking houses, 302 
effect on interest on bank balances, 
460 

effect on investment trusts, 703 
effect on sale of socuiities, 302 
Banking Act of 1035 
prohibition of seouiily affiliates, 089 
Banking group, 406 
Bankruptcy 
acts of, 767 
objects of, 754 
Bonlciuptoy Act 
arrangements under, 772 
example of feoiganization plan, 7M 
non-voting stook prohibited by, 106 
proooduro, 760 

proocduio undei Chapter XI, 772 
relation of Public Utilities Holding 
Company .^-ot to, 770 


reor(>nization of utilities, 770 
reorganization under Chapter X, 767 
restriction on non-voting stock, 108 
voting trusts under, 119 
Bargaining method of consohdation, 648 
Baiiott Mfg Co , avoiding dissipation 
of goodwill, 693 , 

Bath-tub case, 717 

Battle Creek Oas Co , siukmg fund, 282 
“Boating the gun," meaning of, 418 
Bell Telephone Co , emplovee-shoie- 
holdeis, 352 

Boll Telephone Secuiities Co , 376 
Bessomoi & Lake Erie R R , lease, 6C6 
Bethlehem Steel Corp 
' dividend record, 604 
restiiction of bonds, 224 
sale of secuiities, 303 
subsidiary of, 687 
syndicate loss, 363 

Betterments, a form of expansion, 317 
Big business, statistios of, 51 
BiU of lading, 401 

Birmingham Water Woiks Co , lefund- 
ing, 265 

Bishop-Babcock-Beckei Co , recapitali- 
zation, 668 

Bituminous Coal Conservation Act 
of 1935, 722, 723 
Blank stock, 135 
Blanket mortgages, 210 
Blind pool, 384 
Blue-sky laws, 170 
typos of, 366 
Boiler rooms, 384 
Bond discount, 196 

deduction for taxes, 272 
fictitious asaot, 580 
Bondholders 
aasessmenls, 787 
oonversion at option of, 246 
lists of, 208 

position in reorganization, 787 
pioblem of refunding, 263 
piotoction against trustee’s dohn- 
quoiioy, 210 
protection of, 222 
sale of seourilios to, 348 
Bonds « 

adjustment, 210, 306 
authentication, 210 
callable, 235 

ooUatcral tiust, 238, 669, 687 
consent of nou-voting stook required 
lor issuance, 106 
convertible, 247 
coats of selling, 371 
coupon, 185 
covenant to list, 220 
debentuie, 207 
definition, 186 

disadvantages of redeemable, 273 

diBonunt on, 106 

dividends imtho form of, 672 

divisional, 788 

effect of lease on, 676 

equity bohmd, 222 

extinction of, 246 

finanoing with, 226 

foim of, :^6 
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eiven for ouirog.t assets in consolida- 
tion, 642 
guaranteed, 237 
income, 194 
indorsed, 238 
Intel ( haiigeablo, 187 
interest and principal tompared, C02 
interest paid'by lessee, G6S 
issued with stock purchase warrants, 
250 
Inst, 185 

participating, 194 
perpetual, 187 
prioi lieu, 210 
proht-shaimg, 194 
protection of, 222 
redemption, 206 
of conveitible, 208 
refunding, 258 
into notes, 262 
registered, 187 
security behind, 222 
serial, 214, 286 
sinking fund and serial, 270 
stabilized, 244 
stamped, 288 
tax exempt, 220 
tax free, 220 
teims of, ^61 

use m oiigmil capitalization, 304 
Bonus stock, 362 
' liability foi, 133 
Book value, calculation of, 062 
Books 

closing for dividends, 662 
closing foi rights, 343 
of Ma'ssachusetls trust, 76 
lemiiicd to bo kept, 88 
rifmt of , stockholders to inspect, 130 
Booth I'lsheiios Co , siiiUing fund, 293 
Boil owing 

advantages of consolidated, 193 
by Massachusetts trust, 72 
extent of, by coiporntions, 236 
foi ciicul'itiiig cipil'il, 450 
foi woikiiig c'lpit.d, 460 
formula foi finding limits of, 189 
from hank, need foi, 740 
limits, 188 

principle!, of, 184, 193 
raising funds thiough, 320 
1 elation of rate of interest to, 194 
secured, 197 
to pay dividends, 567 
unsecured, 107 
Boston Elevated Ry 
lease, 673 
refunding, 201 

• securities held by savings banks, 603 
Boston Foibonal Fropoity trust, 71 
Boston Teimmal Co , purpose of, 691 
Boston Whoif Co , mortgage of, 224 
Braden Copper Mines, sale of stock, 806 
Branch offices, 88 
Bieak-oven point, 637 
Brookway Motor Truck Coip , creditor 
committee management, 762 
Brokers: 

commission of, 366 
dealers’ conoessions to, 420 
note-, 403 


proxies of, 113 

transattions of, exempt fiom Sec, un- 
ties Act of 1933, 159 
Brown Co , siiilmig fund, 284 
Biundagc rliiuse m moitgage, 201 
Biiokot shop, 304 
Budgets, 609 

capital, form of, 321 
cash, 611 
charting, 613 
equipment, diagram, 321 
Building and loan .issoci itioiis exempt 
fiom Secmities Ac! of 1933, 350 
Burns Bios , convoision by, 1 13 
Bush Terminal Co , dividend leiord of, 
605 

Business cycles, 328 

buying and selling in lelatioii (o, 331 
cause of failuio, 730 
credits and colloetions iii relation to, 
333 

diagiam shoMing, 329 
ofteot on kinds of seouiities, 332 
effect on woiking eapit il, t(i5 
faduics m retiiion to, 313 
progiess in forecasting, 333 
usefulness of, 330 
Business foioeasting, 609 
Business houses, secuiities piiiehnscd 
by, 361 

Business men, socuriUcs pin chased by, 
356 

Business trusts (ire M issnehusotls 
tiusl) 

Butte Copper ife Slino Co , lesse, 666 
Buying and selling poluies, in leliilioii 
to eyelo, 331 
By-laws, 92 

ameiidmentr, epnsoiit of iion-xoiiug 
stiK kluildets, 100 
joint slock comp my, 57 
By-piodiiets, iiiicstigition of, 620 
Byeis, A M Co , iiiefoiicd stock, 1.30 

C 

Callable 
bonds, 236 
stock, 131 
Calls 

control of, 311 
for payment of stock, 1.33 
Calumet ik Hecla Mining Co , side of as- 
sets to, 660 

Cambria Stool Co , acquisition of, 088 
Canada .Steamship Linos, Ltd , preferred 
stock, 130 

Canceling redeemed bomls, 299 
CanooUation of underwriting agiooment, 
400 

Canvassing method of investigation, 11 
applied to eopital costs, 18 
applied to giosH re venues, 20 
illustration of repoit, 21 
Capital 

and capital stock, 126 
budget, foim of, 321 
circulating, 412 
costs 

computation of, 0, 7 
method of estimating, 11 
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of mfterurban railway, 20 
alatistioal motbod of estimating, ' 
13, 14 

distinguisliod fiom income by tiustoo, 
74 

for failed coiloerii, 701 
furnished by fi lends, 3S3 
limiting costs oi, 326 
meaning of, 126 
non-par stock, 129 
par value stock, 129 
payment of, 87 
provision after taiUiic, 740 
relation of loionue to, 32S 
stock. See Stock 

surplus dependent on deOnilion, 675 
working, See Woiking capital 
Capital Transit Co , 213 
Capitalisation, 226 

basis of oompaiing, 677 
choice of socui itios for, 306 
deflnitioii of, 126 
detcimming basis of, 637 
dis id Vint tges of insufficient, 308 
disidvnntages of over-, 308, 310 
governmental control of, 336 
method of determining, 308 
of eaimngs, 634 
of expansion, 314 
of lessee, 676 

of Mass lohusctts tiust, 64 
original style of, 304 
rate of, 646 

Cappoi-volstead Act of 1922, 724 
Caibon Stool Co , liquidation, 760 
C ulisle Lumboi Co , sinking fund, 288 
Carnogio Stool Co , guaiantee of ront 
by, 060 
CiiiYing 

manigot's light to delivor securitios 
foi, 414 

aomiilics in uiidenviitiiig, 430 
Case, J I Co , piotocted piofeiiod, 138 
Cosh 

Imilgol-i, 611 
disc Quills, 466 
dividends, 667 

for leoig uiized eompany, 790 
forms hhowiiig positions of company, 
610, 511 

or stock dividends, 673 

use of fi actional shares, 6G0 
sinking funds, 296 
Ctishioi, duties of, 100 
Casualties, cimso of failuie, 730 
Cauads of failuie, 720 
and liabilities, 744 
classification of, 730 
msido ciiiscs, 732 
obvinliiiR, 717 

Coiitial Foundiy Co , sinking fund, 88 
Central Leather Co 
dividend loioid, 601 
sinking fund, 278 

Conti al ut Gem Kill R. R , change of 
naino, 780 

Conti al U IC of Now Jeisoy, lease, 606 
Certiflc'ito 
of nsBociution, 69 
of ineoiporation 
aolcnowlodgmont of, SO 


ezivmple, 90 
^mg, 80, 91 
of stock, 122 
loss of, 123 

M issncliusetts trust, lost, 75 
Cestui quo tiuat 
expl lined, 61 
liability, 06 

rights and liabilities, 71 
Cham, stores, promotion by collateral 
trust hotiils, 240 
Chairman of board, duties, 93 
Champion Papei i: Fibro Co , sinking 
lund, 288 
Chandlei Act, 707 
Change 

in puiposo of coiporation, 100 
in stock 

consent of non-voting stookholders, 
100 

offeot on conversion privilege, 146 
from par to non-iiar to eliminate 
deficit, 680 

Chocking investigation, 33, 35 
by comparison, 36 
by o\amining report, 36 
by trial, 35 

Chesipeake & Ohio Ry , oontiol by 
Van Swoimgen mteiosta, 114 
Chevrolet Motor Co , sale df, 656 
Chicago & Great Westoi n R 11 , lease, 666 
Cnicago & Noithwestcin Ry Co ' 
opon-end mnitgigo, 213 
prefciicd stock, 136 

Chicago, Milwaukee & St Paul R R 
Co sinking fund, 292 
Chicago R ulway Equipment Co , fiao- 
tioiial shares, 668 

Chicago Rapid Transit Co , sinking 
fund, 290 

Chicago, Rock Island & Paoifle By 
bolding company, 120 
lease, 666 

“write-offs" in, 648 
Chuopce Mfg Oorp , dividend of, 607 
Ohuio Copper Co , objects of oonisolida- 
tion, 618 

Cmoinniiti & Bnbuiban Bell Tolophono 
Co , fractional shares, 342 
Cmcinniti Stioet' Ry Co , sinking 
fund, 293 

Circular combinations, 617 
Circulating capital 

advantages of sufficient, 464 
borrowing for, 450 
oonswvation of, 466, 471 
diagiim of, 448, 445 
disadvantages of redundant, 457 
oOoct of rising prices on, 463 
factoiB dolcimimiig size, 467 
fixed, 450 
initial, 440 
kinds of, 446 
meaning, 442 
piobloma of, 442 
regular, 449 

lolation of credit to, 444 
I elation of sales to, 467 
xelation Of turnover to, 468, 461 
seasonal, 453 
special, 463 
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turnover of, 459 
uses of, 443 ' 

Citios Sorvi(,o Co : 
bankers’ shares, 167 
dividend policy, 592 
fiaotional shaics, 569 
City & Subuiban Ry , sinking fund, 290 
Civil liabilities/' Securities Act of 1033, 
358 

Cladm, H B Co , failure. 521, 735. 742 
Claims 

analysis of, 782 
piiority of, 184, 766, 782 
satisfying, 748 

’ Classes of stock, 86, 131, 164 
Class A, 105, 134 
Ciasb B, 105 
lights to dividends, 564 
Classificatiun 

of corporations, 79 

of funds foi now business, 11, 12 

of voting, 116 

Claude Noon Electric Piodiiots Coip , 
subsidiary for employee stock 
ownership, 600 
Clayton Act, 719 
amendments of, 720 
Cleveland & Pittsburgh R R Co , bonds 
in senes, 214 
Closed-end ’ 

investment companies, 704 
> mortgages, 212 
Closing 
date 

in agioemont between corporation 
and puioliasing bankers, 411 
in underwiiting agrooinont, 398 
payment of securities on, 429 
of books, moaning of, lu uiidorwriting, 
414 

of stock book. 111 
for dividends, 502 
for rights, 343 

Colgate Palmolive Poet Co , voting 
power of non-voting stook, 109 
Collateral rcoeipta, 480 
Collateral trust bonds, 238 
control by, 687 

intercorporalo lelations through, 560 
Collateral trust moitgage, 197 
Collootions 
cause of failuro, 730 
checking, 468 

diagrams showing, 515, 516 
influetico on working oapital, 468 
predietmg, 474 

Cidorado Fuel & Iron Co , warrants, 783 
Colorado Midland Ry , failure, 734 
.Columbia Gas & Electiio Corp 
fractional bhaios, 669 

S roxy statement, 113 
utnbus Gas & Eleetrio Co. of W Va , 
sinking fund, 296 
Combination: 
advantages of, 617 
disadvantages of, 625 
illegal, 706 
kinds of, 616 
of units, advantages, 622 
Commeroial credit houses, 497 
advances by, 497 


financing, 504 
^ losses, 603 
profits, 606 

source of working capital, 497 
CoiumcrciU papci houses, 493 
ndvnnt.iges of using, 494 
disadvantages of boirowing from, 495 
financing, 4U6 
libt of, 4'J4 
operations of, 491 
Commingled trust funds, 706 
Commissions 

dealers’ from purchase group spread, 
409 

paymeut of, 120 
foi selling securities, 370 
paiticipnnts in underwriting, 432 
subunderwritors, 423 
Commitment agreement, 263 
Committees in icoigonization, 774 
Common law trust, Bss Massachusetts 
trust 

Common stook 
as investment^, 364 
costs of soiling, 371 

Common stctckholdors, treatment in ro- 
oigamzation. 784 
Common trust funds, 705 
Commumoations, covenant of, 202 
Communioalions Act of 1934, 721, 724 
Community of intereat, 607, 011 
Companaon method of investigation, 
11, 30, 35 

applied to ostimatmg gross inoome, 26 
diffioultios of, 30 
Compensation, 
manager 

of purchase group, 413 
of selling giovp, 419 
of syndicate, 436 
paitioip.ints, 432 

crediting to participants' nocounts, 
401 

promoters, 28, 46. 647 
options to purchase stock, 47 
trustees, 73 
Competition. 

advantages of eliminating, 024 
causes of failure, 730 
destructive, 625 

need for funds on account of, 317 
promoter and, 2 

Competitive bidding as substitute for 
underwriting, 438 

Composite life method of depreciation, 
667 

Comptroller of coloration 
description of office, 95 
diagram showing relation to other 
officers, 96 
duties of, 100 
duties of assistant, 101 
Concessions by dealers, 420 
Confirmed insolvency, explained, 720 
Consideration for salo of assets, 656 
Consolidated, 
bon owing' 
advantages of. 102 
treatment of lions in, 220 
mortgage, illustration 0 (, 200 
returns, 684 
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ConBolidated Gas Utilities Co , sinking 
fund, 202, 204 ■* 

Consolidation Coal Co , sale of scout itios, 
367 

Consolidatioiu iSeo also Combination 
avoiding aitei-arquirod clause, 220, 
244 

bargaining method of, G48 
capitalization, 634 
dofinofl, 608, 627 
distiibution of serunties in, 034 
offept on aftor-aaquirud clauho, 032 
e&oet on oioditois, (ilO 
effect on I’oiivoiaion privilogo, 145 
effect on stockholders, 630 
form of expansion, 317 
illegal, 700 
irregular, 708 
legal basis of, 628 
Moigin method, 040 
option method, 040, 652 
plan where bonds and stock are used, 
643 

post-wai, 613 
piocedure, 623 

procedure compared with sale of 
assets, 050 

promoter’s compensation, 647 
protection of oonveitiblo secmitics 
against, 254 

recapitalization due to, 804 
acientiho method, 033 
stockholders' rights, 630 
buiplus from, 507 
syndicates, 651 
undei writing of, 394 
Construction oompames, 230 
Continental Dopaitmout Stoics, oon- 
\oitible stock? 145 
Contingency rosoivos, 587 
Contingent 
charges, 101 
voting iiowor, 105 
Conti ol 

comparison of oiganizations on basis 
of, 101 

convex tibia bonds for, 250 
offpct of sale of stock on, 336 
effects of oonvcision on, 144 
methods of rotaiiung, 081 
of oustomors, 024 
of raw mateiials, 633 
proxies to ictain, 083 
purchase of stock foi , 087 
redemption affecting, 141 
relation of nsk to, 167 
reorganization to change, 808 
letainod dining expansion, 327 
statistics of, 51 
stock uriauged as to, 305 
Conversion 

adjustment of intciost, 254 
oontcarts, 251 
costs of, 255 

dilution of privilege, 263 

effect of, ^46 

effect of taxation on, 255 

effect on control, 144, 250 

effect on inoomo, 143 

effect on market for bonds, 256 


limitation of period, 144 
meaning of, 246 * 

of fixed assets as a souice of funds, 
508 

of unnecessary reserves, 690 
option of botidholdeis, 246 
puce, 144 
adjustment of, 140 
privilege subsequent to issue, 254 
protection against dilution of piivi' 
lege, 145 
rate, 144 

underwriting of, 304 
Convex tible bonds 
disadvantages of, 255 
peculiar proxnsions of, 264 
popularity of, 247 
redemption of, 208 
relation of piico to stork, 248 
to cover short sides ot stock, 248 
to gain contiol, 250 
Convertible slock, 143 

adjustment of coiivoision price, 146 
and the market, 148 
dilution of privilege, 146 
limitation of convex sion period, 144 
piccmptive rights to, 330 
lights of holdois of, 341 
Cooke, Joy, 388 , 

“ Cooling period,” meaning of, 418 
Co-opeiative Maikoting Act of 1026, 
724 

Co-opoiativoB, intcrcoiporate relations 
through, 60S 

Co-oidination in business, 318 
Copyright 

analysis of value, 683 
form of monopoly, 633 
Corn Products Co , objecting stoek- 
holdciB, 628 
Coiporations 

adaptability of, 170 
adojition ol piomotor's oontrnots by, 
44 

advantages of direct sale of securitios 
by. 377 

agreement to pay underwriting costs, 
412 

agreement with bankois for sole of 
issue, 406, 410 

agreement with underwiiters, 307 
alien, defined, 81 
os oitizone, 81 

authorized oapital of, 86, 131 
bankers' advice to, 365 
books of, 88 
branch ofbees of, 88 
busmesses restricted to, 60 
capitalization of, SSec Capitalization 
ooilificatos of incorporation of, 00 
olaBBifioation of, 79 
classes-of stock of, 86 
compared with Massachusetts trust, 
69 . 

compared with partnership, 170 
compai Ison of laws of prmoipal states 
m 1 elation to, 84-80 
ooBtrol»of, 61 
by minoiities, 113 
by State, 81 
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covenants in underm iting agreiunont, 
309 

deeds of trust of, 207 
deficits of, S78 
methods of oUmination, S78 
definition of, 78 

delegation of authority illegal, 70S 
diroolois’ quahfications, 84 
domestic, uefinod, SO 
duiation of, 85 
cxpuiisioii of, 314 
filing ceitihcate of, 83 
flexibility of income, contiol, and 
risk, lfal-lb7 
foioign, 80 

fioedom of movement, IfiO 
government il oontiol of, 108 
rowth of, 61, 315, 310 
oiv oignnized, 81 
income taxes on, 177 
inoorporatois’ qualifications, 84 
indemnity olaiises piotoctiiig, 420 
investment trusts operating as, 704 
laws, violations of, 700 
legal status of, 169 
liability of stockholders of, 84, 131 
management of, 102 
mooting of directors, 01 
meeting of ipcoiporators, 91 
meeting of stockholdcis, 84 
moneyed, defined, 79 
monopolies of, 700 
mortgages of, 20b 
non-stock, defined, 80 
mimboi of, 61 
olBcors of, 93 
oiganisation of, 78 
organised by act of Icgislatuie, 81 
partnciship of, illegal, 700 
payment of capital, 87 
poweis of, 104 
prinnipsl office of, 88 
private, defined, 80 
prohibited foi icitaiii businesses, 171 
public, defined, 79 
public seivico, defined, 79 
purchase of stock by, 142 
raising new funds, 326 
leports leqinrod, S3 . 
representations and warranties m 
undeiwiiting agreement, 398 
requirements under Trust Indenture 
Act, 208 

restrictions on, 09 
selection of State, 82 
sources of funds, diagiam, 376 
stability of, 107 

statistical method of estimating cost, 
14 

stock, defined, 80 
tax reports of, 83 
taxation of, 171 4 

tendency to treat Massaohusetts 
tiusts as, OS 
ultra vires acts of, 104 
voting m, 101, 112 

Costs, underwriting, payment of, 412, 
433 " - 

Counsel fees, underwriting, agreement 
to pay, 412 


Coupon bonds, 183 
'clipping, 185 

lodomption foi sinking fund, 300 
Coven inlB 

by mortgigor, 220 , 

in mortg vgc, 199 
in uiidci wilting agiccmonl, 399 
Cruimciios of Amcriui, Inc, sinking 
fund, 287 

Credit 

and collections 

0 uisc of f iiliiro, 739 
duties of depaitmout, 100 
rolatioii ot polity to cycle, 333 
lel'ition to woikiiig oipital, 407 
control of, unilci Becuiitios Exchange 
Act of 1934, 370 
definition, 444 

effect ot working capital on, 456 
ratings, 465 

ratios used in testing, 485 
rodomption ns tome toi , 209 
relation to working ripilal, 444 
terms of, 447, 466, 462, 475 
test of standing, 48 4 
Creditor Committee management, 761 
Creditois 

assessments paid by, 787 
assisting failed concern, 7 19 
classification of, 181 
effect of assignment of accounts on, 
501 

effect of consolidation on, 630 
lights m respect to oil loiiso, 668 
lights in b lie of nssctsi 663 
aalo of Bcr unties to, 348 
accuied and unsocmed, 184 
source ol working 0 ipitul, 481 
treatment in loorgnnisation, 785 
CiOBs freights, (>23 

Culia Cnno Sugar Co , rooignnization 
oxpoiiBos, 748 

Cuban-\moiicau Sugni Co , lofunding, 
263 

Cuban Ilominican Sugai Co , sinking 
fund, 290 

Gumhorland County Power & Light Co , 
sinking fund, 281 
Cumulative 

prefened stock, 136, 786 
sinking funds, 293 
voting, 84, 110 
foimula for, 110 
Current 
assets, 440 

ratio to current liabilities, 613 
relation of current liabilities to, 456 
liabilities, 440 

ratio to current assets, 613 
relation to ouiiont abbots, 466 
ratio, 485, 513 
Customers 
oontiol ot, 024 

ownershm of stock, 340 „ 

Bouice of wotkiiig capital, 475 
Cycles of business, Soe Husmoss aydes 

D 

Dallas ISleotrio Corporation, sinking 
fund. 297 
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Damngcis for failuio to recognizo stook- 
Iioldora’ rights, 347 
D&a], or joint advpntuio, 66 
Poalrrs la spcuiities 

apioptanoe of soruntics by, 410 
aorciitnnco'Vif selling group agrpoincnt, 
421 

additional allotments to, 418 
commissions 

fiom purchase group spiead, 409 
in soiling group 'igrcenient, 410 
payment of, 420 
dcfifult by, lemcdios, 420 
givc-up for, agiooinont among pui- 
(h,ismg bankeis, 414 
liabilitie's of, 420 
meiliaiiios ot distiibutinn to, 417 
offoi of seeuiiliOB to, 417, 419 
offers of sopUTilioh by, 419 
jiriee-euttiiig by, 431 
regul.it ion of, .157 

"Do.ith sentenee'' ol luso in Public 
Ufilify Holding Company Act, 
()07 

Deboiituic 
bonds, 207 
costs of selling, 371 
stock, 155 
Dobs enso, 716 
Debts 
funded, 187 

long and short term, 184 
Dconpitalization to avoid failure, 579 
Deed 

compaied with lease, 004 
oi trust, 02, 71 

coipoiate mortgage, lodemption to 
avoid foims, 208 
filing fees, 70 

aulijei ( to Tiust Indenture Ait, 207 
Defuiili 

by lie dels, letncdy on, 420 
oi iiiidei will CIS, 412 
(■Iti’cl of, 402 
fiiistecs’ duties. 208 
voting lights (ontmgenl upon, 100 
waivei of, 219 

Dofe<isnneo iliiiise in mortgage, 199 
Defoiiud 

eh.iTges to expense, 680 
maiiitcnaneo, 553 
atoek, defined, 155 
Dcficioney judgments, 205 
Dofieits, 678 

methods of eliminating, 578 
Delaware, L.ickawann.i & Western R 
11 , lonse, 600, 009 

Dolawate Rivoi R R & Bridge Co , 
sinking fund, 292 
Deloetus poisonae, 53 
Donvoi * Rio Oi.inde R R , guaiantoo 
of bonds, 238 
Depletion, .947 

sinking-funds vuiying with, 288 
Dopioeinlion 
amount resoivod for, 666 
onmuty m'bthod, 657 
appiiusal method, 667 
arbitiaiy sum, 667 
causes of, 650 
composite life method, 567 


dcereising chaiges, 550 
definition, 648 
function il, 650 
fund, 663 

ineio'ising oh.irgos for, 656 
methods of providing foi, 551 
methods taking compound interest 
into account, 667 
nomenclature of, 648 
of][8Cls to, 651 
physical, 550 
IModuction method, 566 
proportioned to earnings, 567 
relation to finjnci.il policy, 668 
rdation to rate legulatioii, 658 
, relation to taxes, 668 
reserves for , 553 
siidong fund method of, 657 
stiaight-hnc method, 655 
tre.itmont of, 681 
working hour method, 556 
Depiessioiis, clfeet on working capital, 
453 

Detachable stock purohaso warrants, 
149 

Detailed mvostigation 
scope of, 6 

scope of pioieoted enterprise, 7 
stop in discovery, 6 , 

who m.ikes it, 6 
Deter lOration, definition, 548 
Detroit Intoinational Budge Co , pat- 
iioipntiiig bonds, 104 
Dctioit, Toledo & Ironton R R , 
Fold’s experience with, 470 
Devaluation, to avoid failuie, 679 , 

Diogram 

analytical record of aocounts receiv- 
able, 400 

business hutures, 333 
oiiciilatmg oapitnl, 443, 446 
eo-oidiniling overhead during expan- 
sion, 318 

cycle of business artivity, 329 
dopieciation, dotciioiation, and oper- 
ating olliciencj , 648 
equipment budget, 324 
equity behind bonds, 222 
equity behind equipment trust notes, 
243 

failures, 333 
finance department, 98 
financing by lease, 241 
financing commeioial credit houses, 
505 

fixed and variable expenses, 636 
fixed burden of Beii<il bonds, 280 
going concern value and goodwill, 15 
instrument of transfer, 604 
investment of sinbng funds, 301 
lions against constituents of oon- 
sobdation, 632 
positions of mortgages, 209 
produotion, costs and profits, 629 
piomotiontif chain banks, 241 
protected preferred stock, 139 
ratio of current assets to liabilities, 614 
relative position of comptroller, audi- 
•toi , 3ind treasurer, 96 
relative position of president and 
chairman, 94 
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s.iIdh and collodions, 515 • , 

bafei, nolluchons, nml icmvalilos, 515 
sinkiiiK fund oiicinlious 
niciPisu in oquitr, ^04. 
rptiipinont of bonds, 2R2, 283 
sources ol funds, 374, 375 
syndication of issue purchased by 
bankers, 423, 424 
teims used in depreciation, 619 
wholesale piicos, 320 
Diamond Match Co ' 
dividend locord, (i05 
resolve policy, 683 
Ditfciential voting, 115 
flilution of conversion privilege, pro- 
tection against, 253 

Dinklei Hotel Co , stock purchase 
wariants, 151 

Direct sale of seeuiitics, 377 
aigunionts for, 377 
to large investors, 367 
Diicotoiates, shoitcomings of, 93 
Directors 

doclaiation of dividends by, 660 
faihiio to oloot, icsult, 116 
flist mooting of, 91 
holding oompames, resti ictions against, 
699 

liabilities under Securities Act of 1933 
305 

habdity for failure, 747 
limitations on short sales by, 249 
limited partnership association, 60 
manipulation by, 103 
mootings, 84 
mimboi 84, 85 

poitial rotiroment control of minoii- 
ties by, 110 
powoiB of, 102 

proGts, liability for, under Fodeial 
Hocuritios Acts, 49, 101) 
quuhfanations, 84 
reports of stock holdings, 103 
socuiity tiuiisnctions by, 121 
tests of mtogrity, 103 
use of insido infoiination by, 103 
voting bv, 106 
Discount 

bank, 481 •• 

cash, 455 

companies, <Sce Aocoptanoe dealers. 
Commercial paper houses, and 
Finance oompamos 
loans sold at, 196 
Discounting accounts, 499 
charges for, 502 
contract for, 602 
form of agreement, 490 
Discovery 
investigation in, 5 
moaning of, 4 
stops in, 6 
Dissolution' 

consent of uon-votmg stock, 100 
distribution upon, 768 
proooedinM, 768 

Distilleia Corp.-Seagrams Ltd,, stock 
purchase warrants, 160 '' ' 

Distributing syndicates, 895 
in oonsobdation, 634 


sale of as'scts, 658 

•unhubscribed stock, when iiiidor- 
wiitton, 401 

Distribution of soruiitips by bankers 
puirpnt method, tOl , 
duiing tho twciilic',, 105 
Diversification ol investments, 522 
salo of assets to accomplish, 667 
Divided iiecouiit, 107, 432 
Dmdenda 

adjusting doficits for, 678 
adjustments fni, 5fi3 
at eonvorsioii, 254 
advantngus of stlblo, 601 
bond, 672 

boirowing to pay, 607 
by-law pioviHions to cover, 93 
cash, 667 

causD of failure, 740 

elosiiig books foi, 562 

disadvantages of high ratos, 600 

disbursing agent, 503 

equalization lesprvo, 588 

oxtia, 604, 600 

fiom paid-in siiiplus, 594 

fiom reduction of capital stock, 605 

holding companies, regulation of, 698 

illegal, 560 

implied eontract to pay, 661 
kinds of, 504 
laws governing, 600 
liabihiy of ooipoiations for, 502 
liquidation, 500 
Massachusetts tiust, 63, 73 
non-pni value stock, 127 
practice m declaring, 662 
propoity, 571 

quostinns doteiniinmg policy, 608 
icgulai, 664 p 
“righis” ns, 344 

lights of diffnioiit classes of slook- 
holdeis, 664 
lights lo compel, 600 
seiip, 672 

sinking funds eondiltoned on, 200 
souice,s of, 600 
statistics of, 604, 005 
stimulation by undistributed profits 
tax, 572 
stock, 605, 667 
stock or cash, 573 
table showing records of, 605 
taxation, 173, 670, 608, 603 
voting rights upon default m, 106 
who IS ontitied to, 563, 563 
Division chief, work of, 100 
Divisional bonds, 788 
Doherty, Henry L & Co , sale of 
Bccuiitios, 376 

Doing business m other states, 69 
what constitutos, 545 
Domestic oorpoiatious, definition, 80 
Dominion Cnnncrs, Ltd , obj,eot8 of 
consolidation, 018 

Donated suiplus, dividends f^om, 596 
Douglas, W L Shoe Co , sole of 
securities, 378 
‘rDown-stroam’ loans, 608 
Duluth Supoiior Transit Co , sinking 
fund, 301 
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Dun & ^radstreeVa 
■ratings, 4SS 
statistics of failure, 742 
Du Pont do Nemours, E I , dividend 
reenrdy 001 

Dui ability of organization, distinguished 
fiom stability, 167 
Duration 

oi corporation, 85 
of Massachusotts trust, 63, 76 
of selling gioup, 430 
of syndicates, 436 
Dynamiting, 384 

E 

Earmaiks of fake prospectus, 384 
Earned income credit, 175 
Earning power 

distinguished fiom earning, 030 
distribution of securities based on, 635 
valuation of, 644 
Eainmgs < 

ealoulating average, 644 
capitalization of, 367 
distinguished from earning powei, 636 
division of stock on basis of, 636 
period over which averaged for 
capitalizing, 646 

rate of capitalization upon oonsolida- 
tion, 646 

Ease of organization, comparison of 
oiganization, 168 

Economic statistielan, duties of, 07 
Edge Aet, 723 

Edison Eloctiio Illuminatmg Co , lease 
oX 678 

Edison Blootiio Institute, .361 
Eifectivo date of rogistiation, 360 
Eleo Go , pioscivatioii of name, 001 
Eluetiic cumpaiiics, control of, 006 
Eloitncal Pioduots Corp , subsidiaiy, 
COO 

Elmii i 3c Williumspoit, term of bonds, 
187 . 

Embariassmont, oaplaiiicd, 720 
Emergency Transportation Aet of 1036, 
723 

Employoos 
proht-shaiing, 576 
stock ownership, 362 

waivoi of preemptive rights for, 338 
taxation of, 174 
Employers, taxation of, 174 
Bngmceis Puhlio Service Co , 701 
English oompanies 
classes of stock, 134 
distiibution of eainmgs, 006 
Iiraclicc oi issuing shares, 123 
liractioo of ovoidrafts, 492 
stockholding in, 080 
Btiuipmcnt 

budget, diagiam, 324 
moi tinges, 107 
trusts’ 

advantages ot, 243 
financing with, 241 
notes, tioatment in foreolosure, 
Bauity 

behind oixuipment trust nolos, 243 
diagram shoiying ohangos in, 222 


diaEtam showing increase through 
sinking fund, 294 
of lodomption, 203, 204 
trading on the, 187 
Etie B B. 

dividend action by, 661 
failuie of, 741 
open-end moitage, 213 
Ernst & Einst, analysis of stock splitups, 
s 309 
Escrow 

agieements in moitgages, 222 
method of acquiring piopeity, 38 
Establishing business 
funds requited for, 12 
statistical method applied to esti- 
mating cost, 14 

European & North American Ry , lease, 
066 

Evammation of investigation, 36 
E-zeess earnings, division of stock on 
basis of, 037 
Ezoess piofits t uc, 178 
Exchanges of seouiities 
exempt from Securities Act of 1933, 
360 

underwriting of, 394 
Executive committee 
functions, 102 i 

provision in by-laws, 93 
Executor, voting by, 112 
Exemptions 

Federal income tax, 176 
Federal Securities Act of 1933, 369 
Securities Exchange Act of 1934, 300 
Trust Indonturo Act, 208 
Expansion 
capitalization of, 315 
eause of foilure, 737 
deteimined by olastioity of peisonnel, 
322 

elToot on working capital, 322 
extent of, 318 

influeiico of business cycle on, 328 
keeping contiol dining, 327 
meisurmg funds for, 319 
need for, 314 

of individual propriotoiship, 322 
of market, 316i, 
of partnership, 322 
relation to taxes, 323 
resBive for, 684 
sources ot funds for, 374, 376 
Expenses 

analysis of effect on owner’s invest- 
ment, 547 

analysis of operating, 642 
oapitalizBtion of, 680 
fixed and variable, 191 • 

of selling seounUes, dealers’ eharges, 
419 

of syndicate, in agreement among 
underwriters, 402 

of undermatmg, agreement os to, 416, 
433 

operating, cause of failure, 734 
variable operating, 191, 635 
Exp(]rt associations, mlet corporate rela- 
tions through, 608 
Express powers of corporation, 104 
Ex-nghts, explanation of, 343 
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Extonftion of matunly, undoi willing of, 
301 

Extinction of boniled mdebtcdncaa, 2 10 
thiough sinking fund, J76 
Extia dividends, ■'iOS 
pait of conservative policy, 600 
Ex-warrants, whfn stocK is sold, 152 

F 

Face amount instillment eortificato 
companies, 705 

Factor of safety, explained, 190 
Failures 
causes, 720 
chart, 333 

classification of ciusos, 730 
definition, 742 
inside causes, 733 
liabilities, 744 
obviating causes of, 747 
relation to cycle, 333 
repairing damages, 747 
satisfying claimants, 748 
statistics of, 742 

Fake prospectus, oarmaiks of, 384 
False statements 
in prospectus, 381 
in registration statement, 42 
Fedoial 

'anti-tiust laws, 713 
regulation of security issues, 368 
taxes, See Taxes and taxation 
Federal Adding Macliiiie Co , sale of 
socuiitics, 373 
Fedoial Advisois, Inc , 701 
Fodoinl Alcohol Administialion Act, 722 
Fodctal Doiiosit Insurance Coipoiation, 
450 

Federal Light & Ti act ion Co , 701 
FoUeial Securities Acts, See Sec unties 
Act of l‘)J3, Socuiilica ICxihmgo 
Alt of 1934 

Federal Trade Coiiinnssion, stock dix'i- 
dend repoit of, 6()8 
Federal Trade Conimission Aot, 720 
amendment of, 721 
Fees of transfoi ngent,434 
Fiotitious assets, 680 
Fiduciaries 
investments by, 354 
proxy yoting by, 112 
Fighting subsidiniics, 690 
Filing certificate of moorporalion, 
89, 01 , 

Fmance. 

by-law piovision for, 03 
companies, 230, 497, 605, 679 
advances by, 607 
ehaiges of, 507 
financing of, 507 
losses of, 508 
rotail, 600 ' 

source of working capital, 606 
wholesale, 605 

department, organization chart, 98 
meamng of, 1 
Financial 
diseases, 726 

insolvency, explained, 726 


r institutions, grouji sales to, 410 
plan 

ciiiSL of failuie, 7"i7 
recoiistiiK tinii ol, 760 
lolutioii to Will king cavitil, 470 
himplii ity ol, 335 

policy, iclatioii ot depn 1 1 ilion to, 658 
ratio 01 iisk, 189 

lopmts concerning woiking capital, 
610 

Financing, 28 

automobile sales, 50'> 
commoicial jiapei and accoptanco 
dealeis, 19(i 

ofloct of laigc scale pioduc lion on, 621 
finnnee companies, 507 
import tiaiisactioiis, ISO 
statistical method applied to coat of, 
17 

step 111 pioniotion, 4, 41 
Bubsiiliiiiea, 230, 701, 702 
ooutiol of, 701 
with moitgige bonds, 226 
Findor, moxiang of, 404 
Firestone Tii® & Riibbei Co . 
prospectus, 381, 382 
sinking fund, 285 
First 

and eonsolidated moitgages, 209 
piefcired stock, 155 
lofunding moilgiges, 230 
Fischer’s method of eatim itmg popula- 
tion, 21 

Fisk Rubber Co , munngomont shnios, 
156 

Fixed 

and van able expenses, 191, 636 
asbots , 

eonveision ot, ns a souxeo of funds, 
608 

funds rcuuiied foi, 12 
slalistical method of estimating 
cost, 11 

capital, jirovision after failure, 749 
chuigcs, 104 

oouvcitible bonds to leduce, 261) 
Iciaes, 668 
limiting, 326 

lodomption to lodnco, 207 
rotation of fixed costs to, 530 
circulating capita], 450 
costs, iclation to fixed charges, 639 
investment tiusts, 704 
Flint, 0 R 

oxporieneo with Edison Co , 647 
promoter, 2 

promotion of U S Rubbei Co , 049 
piomotiuns by, 019 
valuo of trade maik, 5S4 
Floating debt 

excoBBivo, enuao of failuio, 738 
explained, 738 

Foioo majeuie clnuso iii undciwiitmg 
agroemont, 426 
Fold, Ilonry n 

compulsoiy dividend paid by, 661 
t solution of woiking capital pioblom, 
476 

Ford Tractor Company, promotion of. 
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T’oioo.istmg busmes? oonihtions , 

functions of dopartraont, 99 
pi ogress of, 3Jd 
Foioclosmi', 303 
oltoct oi, 77it 
nolle a of Bile, 77b 
ioorg<iniziition thiough, 771, 77b 
ticatmonl of bondholdois, 213 
troafmont of stocLholdors, 780 
l''oreign 

banking and the nnti-trust laws, 722 
coipoiations 
dohnition, 80 

piovisions in various stalas, 8S 
trade, financing Irnnsaotioii in, 480 
Foie Rivor Coip , noquisition of, 087 
Forfeited stock, 133 
Forms 

agreemont for discounting accounts, 
499 

application for letter of credit, 487 
bond, 185 

ceitifloate of incorporation, 90 
letter of credit, 487 
, Massachusetts tiuat agreement, 71 
of organization, 60 * 

comparison of, 168 
importance of coircct selection, 60 
nature of business in relation to, 
171 

provalonoe of, 61 
subscription agreement, 44 


Formula 

foi cumulative voting, 110 
for finding limit oi borrowing oapao- 
ity, 189 

for finding theoiotioal value of rights, 
345 

profit-shaiing ooutiiot and taxation, 
677 

taxation under pioflt-sliaring con- 
tiiicts, 677 

Founders’ sli lies, defined, 160 
Fox film, 737 
Pnietinnil ' 
lights, 312, 317 
shiires, 312, 608 

slock dividends and, 608 


Franchise 

form of monopoly, 633 
taxes, table showing, 83 
Fiaiiklin Co , H H , sale of seeuritios 
by, 376, 377 

Franklin Simon & Co , piotooted 
prefoiiod, 138 


Fraud 

in payment of dividends, 693 
in piomutioiiB, lomedios for, 44 
in sale of seeuril les, offeet of Securities 
Act of 1933 upon, 380 
Freedom of movement, comparison 
of oiganizations, 169 
Froneli eompaiiios 
ofiicors, 94 

Iiractice pf issuing shnios, 132 
piaotioo of [iiolooting stock, 138 
Friendly adjustments, 702 

advantages and disadvantages of, 70? 


Fiionds, sale of suounlies to, 353 
’i^isoo, ovoieamtolization of, 738, 741 


Fully 7 ia.id stock, 132 
rights upon dissolution, 759 
Fime tional deprociation, 560 
Functionalization oi managenioiit, com- 
paiison of oiganizations, 101 
Funded debt, explanation, 1S7 
Funds 

foi dopi eolation, 683 ' 
for inteiest, 203 

fonnow businoss, classification, 11 
improvement, 301 
methods of laising 
corpointion, 326, 376 
mdividual, 322, 374, 375 
paitneiship, 322, 374 
' need foi expansion, 310 
sinking, See Sinking funds 
time foi laising, 332 
Fuithor assurance, covenant of 200 

G 

Gas utility companies, control of, 690 
Qonci al 

mortgages, 209 
statistician, duties of, 97 
Genet al Baking corporation, readjust- 
ment, 808 

General Chemical Co , 
depreciation allowance, 668 
■insuiunco fund, 680 
G<oneiaI Cigar Co , dividend locord, 606 
Geneial Elcotiio Co , dividend lecord, 
606 

Geneial Foods Coipoiation, ciioular 
combination, 617 

General Gas & Eleotiio Coip , stock m 
Boiies, 136 

General Motois Acceptance Coipora- 
tion, 607 

Geneial Motors Corp 

banking niiangcmcnts of, 482 
cuculai combination, 017 
financo company of, 507 
fractional sbaies, 342 
piobt-sbarmg suhsidiaiy, 690 
pioving giound, 019 
sale of assets to, 666 
General Petroleum Corp , sinking fund, 
291 

Gentlemen’s agreements, 706 
Geoigia R B & Banking Co , lease of, 
665, 660 

Guard, Stephen, 339 
Givo-up for selected dealers, 407, 409 
agreement among pui chasing baukeis, 
414 

Going oonooin value, 579 
lUustiated, 16 
moamng of, 14 

Goodiich, B F. Co , dividend record 
of, 604 
Goodwill, 679 
dissipatioh of, 692 
iliustiated, 16 
stock issued for, 132 
valuation of, 39 
Gooiftroar Tiro & Rubber Co. 
management stock of, 160 
prior pfeferonce stook, 166 



826 


INDEX 


Government , 

agencies, ulTci't nn instaUmont salcg, 
507 

contiol, compniienn of orgamzationa 
on basis of, 107 

ubligiitions, ps.eniption fiom Seruiities 
Act ot lOdJ, 35') 

Oi anting clausofm inoilgage, lOS 
Gloat Lakes Utilities (Jompany, voting 
tiust, JIO 

Gioat Noitlipiu Ry 
I'onvortlble bonds, 218 
moitgtige of, 200 
lestiiction of bonds, 221 
Giojhound Coipoiatiun, lofundmg by, 
2G4 

Giiess-Pflegpi Tanning Coip leoiganizn- 
tion, 7S4 

Gioeory stoiea, turnovci lu, 4.00 
Gross levenuo 

canvassing method of estimating, 20 
eompaiativc method of estimating, 25 
estimate of, 0, 11 

foi intoiuiban tail way, 21 
importance of t-oiiect estimate, 24 
inadequate, cause of failure, 734 
Gioup sales, 110 

Groups in syndicate undoi writing during 
the ti^enties, 406 
Growth of corpoiations, 310 
Guaranteed > 

* bonds, subsidiaiy, 237 
stock, dehned, 155 

Gulf States Steel Co , eonveieion 
featuio, 143 

Gunpowder Trade Assoeiation, forma- 
tion of, 000 

H 

Habendum clause in moitgago, 10') 
Ilailom Rivei-Poit Chostoi R R , effect 
of louse on stock, 678 
Hai liman, K H 

oaplanatinn of indiffcicnco of stoek- 
lioldois by, 114 

quairol ovoi Noithein Pntiflo, 010, 
081 

Harrisons Paint Co , sale of assets to, 
666 

Hedge clauses, 426 

Heiculos Powdei Co , piopoity dividend 
of. 671 

Hershey Chocolate Coip 
convBitible stock prices, 148 
sale of securities, 362 
HiU, S 3 , quairel oyer Noithein 
Paeihe, 610, 081 

Hires Qo , Charles K , management 
stock, 156 
Hisloiical loview 
of intoieoipoiato relations, 008 
of investment banking, 388 
Hoberg Fapci Mills, Inc , sinking fund, 
286,201 

Hooldng Valley Products Co , con- 
version eon ti act, 264 
Holding companies, 079 
abuses by, 095 
ooiieotod, 120, 695 
advantages of, 686 


attacks against, 240 
beginning of, 010 
dehned, 120, 008, 079 
disadvantages of, 002 
ease in effecting lolatioinship, 085 
equivalent to collateial tiust bonds 
230 

evils of, 605 
financing company, 079 
financing of subsidini les, 701 
fieedom fiom sloekhnlcleis’ suits, 089 
investment companies, 070 
logishitioii to eoiieit abuses, 096 
manipulatiun, 6')3 
methods of eontiolling, 696 
paienl company, 070 
poisonni, taxation of, 671 
logistoied, eontiol of, 300 
icgistiation of, 600 

regulation of iiitei -company transac- 
tions, 098 

root gamzation of, 780 
reports and ae,eouiits, 699 
sale of soeuiitios, 702 
services rendoiod to subsidiary, 700 
simplihoatton of, 097 
struotui e permissible, 008 
subject to Public Utility Holding 
Company Act, 606 

subsidiaiy to avoid adveise legisla- 
tion, 086 
taxation, 602 

valuation of subsidiaiies, 700 
Hoiuontal combinalions, 016 
Hudson & Manhattan R R Co 
convoiBion piivilege, 14 i 
inoomo bonils, 701 
Hudson Cool Co., sinking fund, 288 
Hydi o-elopti los, i elation of lovnuuo to 
capital, 625 

I 

Idaho Powei Co , sinking fund, 205 
Ideas, piotoelion of, 37 
Illegal combinations, 700 
ernssifioation of, 706 
Shormtin Anti-Trust Ai t, 713 
Illinois Conti al R R , open-end mort- 
gage, 213 

Implied powei s of eorporotions, 104 
Impiovoment fund, 301 
Improvements 

investment of sinking funds in, 301 
roseives for, 587 

to leased piopoity, hnaneing, 072 
Incidental powers of coipoiation, 104 
Income 

bonds, 104, 761 

calculation foi consolidal ion, 044 
companson of oi gamzation on basis 
of fioxibility, i(i6 
distinguished fiom levenuo, 521 
forms of, 621 t 

fiom investraonis, 521 
flora subsidiaries, dividends fiom, 661 
management of, 521 
power of trustees to distinguish fiom 
capital, 74 

stock arianged as to potential claims 
to, 306 
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tiix, Sfo Ta\ation 
what IS, 501 

IncompetoiKo, a cause of failure, 730 
Ineorpoi at ion 

by cU‘t of leKialaturo, 81 
eeiUtii ato nl, 00 

eonipat isoii of pimcipal Slates, 83 
statislical method of estimating cost, 
14 

Inooipoiatois 
mooting of, 01 

nuinboi and nualilioations, 84 
Inrrofwo of stoi'fc, 100 

offopl on (oineisioii piivilogc, 145 
Massaplniselts bust, 70 
Indomnificatiori rlausos, 125 
Indeiitui os, ountiol of, by Tiust luden- 
luio Act, 207 
icquiied piu\isions, 208 
Independent Bi owing Co of Pittsbuigh, 
sinking lund, 205 

Indiana, Illinois & Iowa H II , closed 
moitgago, 215 

Indiana Kailways & I«ight Co , sinking 
fund, 302 

Individual piopiietoiships, 50, 62 
compared with corporation as to 
taxes, 170 

ease of oiganization, 153 
expansion of, 323 

flexibility of inoome, control, and 
lisk, 104-107 

functionalization of management, 101 

f toveinmontal contiol, 167 
egal status, 108 
bability of ownei, 62 
method of laiaing funds, 322 
number of, 6l 
lates of taxes, 179 

souicps of funds shown in diagiam, 
374 

stability of, 107 
taxation of, 175 
Indorsed bonds, 238 
Iiidiisti nils 

oapitali/aboii of, 307 
early eonaolidations, 009 
intorroipoiate iclations, 612 
Iiifoiniol agieomeiit, definition, 607 
Inheritance taxes, 83, 88 
Initial riieulating capital, 440 
Inland Steel Co , sinking fund, 282 
Insolvency, 726 
Inspection of books 
of ooiporation, 120 
of Massachusetts trust, 75 
Installment 
investment plans, 704 
paid on stuck, forfeiture, 75, 133 
sales, olfeet of goveinmcnt agencies 
upon, 607 
Insurance 

and taxation, 547 
eompatiicB 

pi 1 Vale sales of securities to, 307 
securities put chased by, 301 
division, -ifunetions of, 09 
need foi , 733 

of moitgagcd ptopoity, 200 
required by finauoo company, 507 
leseives, 580 


treatment in cons*olidation, 045 
Intaiigfble assets < 
apptaisal of, 30 
how dotoi mined, 634 
stock foi, 034 

Intogi ated system deOned, 697 
Intogi atioii, 315, 623 
Intel uhangcnhle bonds. 137 
Intci-oompany ledemplions, 274 
Interuoi poi >ito i elations 
advantages of, 619 
eompaiiBOu of methods, 660 
consolidation, 627 
disadvantages of, 025 
export OBSopiations, 008 , 

foi ms of, 607 

history, showing changes in method, 
008 

illegal, 706 
industrials, 012 
pioblems of, 627 
public utilities, 015 
iBilroads, 014 
solo of assets, 656 
through eo-operative, 608 
thiough lease, 604 
tiade asaociationa, 608 
Intel eat 

adjustments, 564 
oompared with prinoipal, 602 
effeot of redemption on, 273 
impoitancQ of into, 104 
on bank balances, 456 
on Bubsoiiptions, 504 
payment by loaseo, 605 
postponement of, 210 
pioteotion of, 224 

relation of borrowing to rate of, 104 
seasonal vauations in rate, 330 
special funds foi, 203 
Interlocking duootoratos, 611 
Intel national narvestoT Go . 
appiaisal foi consolidation, 644 
creation of, 300 
uphold by courts, 719 
veiticol merger, 610 

Intel national Ry Co , sinking fund, 300 
Intel national Securities Coiporation 
of America, notioo of dividend, 
563 

International Telephone & Telegraph 
Co , convertiblo bonds, 253 
Interstate commerce 

coiporations engaged m, 160 
eliminating taxos by, 644 
reflation of, 160 
wnat constitutes, 644 
Interstate Commerce Act, 731 
Intel state Commerce Commission, regu- 
lation of aecmitiea by, 360 
Interuiban lailway 

canvassing method of estimating 
gross receipts, 20 
ehooking mport of, 33 
oiilicism of engineer's leport, 26 
estimating cash roquii ements, 18 
estimating revenuei 24 
pljiu fqf financing, 28 
summaiy of oeonomics of, 28 
Inventions, investigation of, 31 
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TiU’Pii tones • 

.111 ilysia of, 5S3 
(onveisioii into cash, 476 
offoct of business activity on, 164 
liquid iisBot, 727 
talilt sliowinK rluiiiKPs in, 464 
Invented c,ipitnl, what is, 310 
InvestiKation 

call iiliit Kill of npoiuliug costs, 0 
canvassing method, IS 
ehcekiiig by coinpniison, 35 
chocking by tunl, 35 
compaiison method of, 30 
computation of capital costs, 6 
dot-iilod, 5, 6 

detei mining scopo of onteipiise, 7 
estimation of gioss levenuos, 6 
examining lepoit, 35 
methods of chocking, 35 
methods of making, 11 
need for oheolung, 33 
of funds loquiiod, 11 
of gross levenuos, 20 
of inventions, 31 
of patents, 31 
of timbei iiact, 32 
rcoonstiuction, as a stop m, 760 
special classes of, 31 
atatistieal method, 13 
step in discevory, 6 
Investment 
Jmnkoia, Ueo Bankois 
banking 

causes of deelino m number of 
houses, 352 

classihoaiion of tiansnclions, 306 
duiing ounont poiiod, 302 
historical review, 388 
compamos, 070, 008 
guaranteed piaclico, 421 
tiusts, 702 
olosod'ond, 704 
development of, 702 
dividends by, 592, 606 
legal foimatioii, 703 
open-end, 704 
typos of, 703 
Investments 

analysis of eaipenses afioolmg, 647 

business men's, 355 

equipment trust notes as, 243 

m subsidiaiy oompamos, 623 

income from, 621 

legal, 354, 003 

maintenance of, 643 

of company funds, prinOiples of, 522 

of sinking fund, 206 

pure, 364 

relation to inoomo, 321 
thiDugh lodemption, 268 
Invoslors* 

advantages of undot wiitmg to, 438 
baakois’ servioo to, 366 " 

protection given by bankers, 363 
secuntlos pui chased by, 361 
subsidiaiies to aid, 376 
Involuntary bankiuptoy, 7S6, 767 
Issued stock, deEned, 131 


Jamison Coal & Coke Co , special fund 
fui lutoiesl, 393 

Joifeison tk Cluaihcld Cual & lion Co , 
sinking fund, 2S0 •- 
Johnson, Samuel, value uf ctilorpiisc, 
dehiieil by, 307 

Joint 

accounts in undci willing, 401, 432 
adventuio, 50, 66 

flcxibilitv of iiifomc lontiol <ind 
iisk, l(il~lb7 

full! tiniialisalioii of mauagemont, 
161 

stock company, 60, 56 

adv.intuges ovpi coipoiiilion, 67 
disadvantages oi, 58 
flovihility of income, oontiol and 
iisk, 161-107 
fotm<iiion, 57 

fieodom of movement of, 169 
functionalization uf management, 
163 

goveiiimontal cuiitiol of, 168 
liability of membcis, 56 
limiting liability of mcmbois, 58 
organization and munagemont, 57 
status in New Yuik, 58 
taxation of, 67, 176 
Jones & Laughlm Steel Co 
covonniils of, 231 
moitgage of, 231 

piotccfno piovisimi in nioitgogo, 233 
sinking fund loquiiumoiits, 2K3 
Judgments 
claims foi , 762 
doficioncv, 205 
Juiiioi muilgagos, 208 
Junk value, meaning ot, 510 

K 

Kansas Pipo Lino (las Co , convertible 
bunds, 257 

" Keeping alive " bonds redeemed, 209 
Koimeoott Coppoi Co , lociipitalizatiun 
of, 804 

Keokuk is. Dos Moines Rv , lease of, 665 
Kings County Electric Light & Powoi 
Co , lease of, 678 

Kresgo, S S , Co , dividend i ceoi d of , 006 
Krogoi Ciooory & Baking Co , fi ac- 
tional shares, 569 
Kuhn, Loeb & Co , 362 

L 

Labot Im novel, problem of, 630 
Lackawanna Stool Co , lodomption bv. 
268 

Lako St. John Power iSr Paper Co , 
Ltd , sinking fund, 280 
Laige sc,i,le pioductinii 
advantages of, 6 10 
disadvantages of, 626 
faotoi in boil owing, 189 
Lnrutan Gas Coip , sinking fund, 202 
Law 

of dimimshing loturns, 538 
of propoitionahty, 641 
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of linking lands, 206 
Lease 

ddvanlaBoa of, flOS 

avuiding ■iftoi-ai'quuod duuso by, 
229, 211 

boiiiU innlul'inB duimg, 67G 
(•aiii'C'lltilKm of, 1)75 
consolidation tliiough, 608 
nodilois' lights, (i(iS 
diagiiiin of fmaiiPing by, 241 
disadvantages of, 671 
plfocij. of, 067 
oxpliiiiu'd, 064 

fan inr'iiig additions uiidci, 072, 073 
flc' Unlit y of, 670 
manipulation uiidoi , 674 
ininnig piopoity, 066 
piocedute, 007 

luiit, 006 

special purpose of, 609 
stockholdois' lights, 667 
stockholding coupled with, 677 
subsidiaiics conliollfvd undei, 076 
taxes paid by lessees, 008 
teim of, 070 

Leased piopeitv ’ 

tinanring additions to, 072, 073 
maintenance of, 674 
I etui 11 of, 075 
Legal 

expedients m icconsti action, 751 
investments, 207, 354, 002 
status of organizations, oompoiison 
of nigamzation on basis of, 108 
Legislation to collect holding company 
abuses, 000 

Lehigh <& Susquehanna R R , lease, 
605 

Lehigh Valley Coal \3o , sinking fund, 
288 

Lehigh y alloy E R , convertible bonds, 
2.51 

LchSPl" 

fiipitalizut^on of, 070 
fanunting additions, 073 
iiiteiesf payment by, 070 
taxes paid by, 008 
Lessoi 

additions financed by, 073 
maintaining oxistenco of, 000 
Leltoi of PI edit 

agieompiit, 489-110 
application loi , 487 
foim of, 488 
Li.ihilities, euiiont, 440 
Liability 

coveted by indemnification clauses, 
436 

dualcis, ill selling group, 420 
false Btatenicnts m prospectus, 381 
Public Utility IXoldiiig Company 
Act, 009 
of cost5iis, 06 

of diiootoiB foi fadmo, 747 
of limited puitneis, 56 
of incmlipis of joint stock company, 
66, 67. 68 • 

of memboiB of limited partneiship 
osBocmlion, 60 


of owpers, coropaiison of oigaiuzation 
■1011 basis of, 161 

of pailicipants in under wilting, 431 
of paitieipants of pmchaso gioup, 
404, 114 

of paitiiors, 63, 54 

of shniohuldois of Massachusetts 
tiusl, 66 , 

of stockholdei 8, 132 
in vaiious States, 84 
faon-pai \aluo stock, 132 
of tiustees, 01 

of undei wiiteis, in agi cement among 
unckiwiiteis, 401 

under Soouiitios Art ol 1933, 408, 425 « 
Libby, MoNoill & Libby, sinking fund, 
’ 281 

Lihoity bonds, clistiiliutioii of, 671 
License, intei coipoi ate lelations 
thiough, 064 

Lions 

moitgages as, 203 
of vai inus moi tgages, 232 
on consolidated pioporty, 031 
piioiity of, 752, 764 
satisfaction of, 233 
Life tenant, dividends due, 599 
Liggett & Myei s Tobaooo Co , dividend 
recoid, 005 

Limitation of sites, monopoly thiough, 
533 

Uimitod , 

liability aeoounts m undei writing, 
407, 432 

opon-ond mortgages, 212 
dosing of, 212 
list of, 213 
paitnership, 50 
as goiioKU partneiship, 54 
ease of oiganization, 158 
Fedoial taxation of, 174 
flexibility of income, oontiol and 
risk, 10 1-107 
foimaiion of, 51 
faoedom of moicmont of, 169 
funotionolizatiou of management, 
163 

f oveinmental oontiol of, 108 
istory of, 64 

hability of limited paitnors, 66 
poitnoiship association, 50, 59 
liability of members, 69 
taxation of, 172 
use of term, 132 
Liqmd assets, 727 
Liquidation, 760 
dividends, 566 
Listing bonds 
covenant, 220 
on stock exchange, 368 
Litigated reconstruction, 751 
Loud factoi, 9, 639, 540 
Loan syndicates, 396 
Loans 

and disooimts, 481 
by undei writers, 430 
dm mg sale of seouiities, 396 
horn owneis, souioe of working 
, capital, 508 

managoi 's right to make, 414 
tests during application, 484 
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Luanmobilo Co of America, ^nkmg 
fund, 2S6 ' ^ 

Long and rIioi 1 lorm dcbln, 1S4 
Long Boll Lutuboi Co , sinking fund, 
278 

Loid Coke, doflnition of coipoiation by, 
78 

LoiilLird, F , Coj> dividend leoord, 005 
Lossps 

deductibility of, 640 
division in paitnoiship, 64 
not, in income tax, 646 
of commeieial cicdit houses, 603 
of fiimiiue companies, 608 
' of pniticiponts, 434 
tiading account, 429 
Lost 

bonds, 186 

ecitidcatcs of stock, 76, 123 
Louisville &. Nashville R R , loose, 
606, 660 

Ludlow Manufactuiing Association, 
Mass tiust, 63 

M 

Maekay Companies, Mass trust, 63 
Maine Cential R R lease, 060 
Maintenance , 
deferred, 664 

inadequate, cause of failure, 741 
tensed piopoitios, 674 
piosent, 554 

lelatiun to working capital, 470 
Making a maiket, 368 
Management 
ooiupanies, 60S 

functionaluation of, comparison of 
organizations, 101 
investment companies, 704 
of coipoiation, 102 
of failed (Kmaoins, 749 
of income, 621 
of mint stock company, 67 
of MaHsaohnsotts tiust, 04 
shaies, defined, 166, 000 
Manager 
of selling gioup 

allotment by, 418 « 
authoiity of, 421 

naming, in selling group agreement, 
419 

of underwriters, 404, 413, 416 
allotment of securities by, 419 
compensation of, 401, 419, 436 
liabilities of, 416 
obligations of, 436 
poweiB of, 434 

light to form selling group, 413 
right to make loans, 414 
lights and liabilities, in agieemont 
402 

rights of, 415 

SEUootioii of Bolling group. 415 
work of, 436 
Managoiial. 

ability, ncroBStty for assembling, 40 
roqonstTuotion, 700 » 

Mangel Stoics Corporation, stook pur- 
ohase warrants, 162 


Manhattan Railway Co , rCstiiction 
' in moitgage, 223 
Manila R R , cxteiiiinn of bonds, 266 
Manipulation, b<)l 

by diioctoiB, JOS , 

coiitiol of, 101, 428 
of leased piopeities, 674 
of subsidi uies' acenuiits, 094 
piohibition of, 311, 370 
Maikot 

elnuso in undeiwiitiiig agieemont, 426 
convertible stook and, 118 
expansion of, 315 
faoloiB in bin I owing, 189 
making a, 368 

manipulation of, 103, 316, 428 
suppoit opeiations, decliiio in, 138 
"Maikot out” elaubo in unilcrwi iting 
agieomeiit, 420 

Market fit Ry of Boston, piioi pie- 
biied stork, 165 
Marketing 

effect of largo seale pioductiun on, 621 
relation to faiiaiire, 1 
Mai shall. Chief Jnstiec, definition of 
ooiporation, 79 

Moi shall Field & Co , loconstruction, 
809 

Mason City & Fort Dodgo R R , lease 
of, 666 

Massachusotts Hospital Life Ins Co , 
702 

Massachusetts Lighting Companies, 
Massachusotts tiust, 62 
MassachuBottB tiust, 50, 61 
advantages of, 69 
annual ropoil by tiustoes, 74 
<ia paitiici ships, 00 
blue-sky laws apnhnable to, 367 
capitalization of, ul 
compaicd with coiporatioii, 00 
compoiiBation of tiusteos, 06, 73 
condiiot of busiiicBS, 04 
disadvanlagos of, 70 
distinguished fiom paitiioiship, 00 
dividends, 03, 73 ' 

doing business in othoi States, 09 
duiation of, 03, 76 
ease of oiganization, 168 
examples of, 63 
Fedeiai taxation of, 176 
filing fees, 09, 70 

flexibility of inoome, control and risk, 
164-167 

forfeiture of payments on shaies, 75 
form of agreement, 71 
fieedom of moxcmeiit, 101 
functionalization of management, 163 
oveinmental contiol of, 168 
istory of, 01 
bow Clouted, 62 
ineroBse of oapitol, 76 
inspection of books, 76 
investments, 72 
issuance tax, 130 
issue of shaies, 76 
legal status of, 168 
liability of shaioholders, 66, 74 
'liability of shaioholdeis as partners, 05 
limiting liability of sharoholdors, 66 
lost certifloaies, 76 



INDEX 


831 


name of oompony niganized as, C3 

oigaiiizatum fees, GO, 70 

oiKanizaliun of, 04 

perinaiitiK y ot management, G1 

powci to boil ow, 72 

leccivoi fill, 754 

lecoids of, 73 

regulation of, 70 

limits of bhaioholdois, OG, 75 

stability. 107 

state legulation of issues by, 367 
stat'itoiv iciognitioii of, 68 
t.i\ation of, GO, 70, 175 
teuilencv ol eouits to tieat as ooipora- 
tion, 68 

tiansfet tUK, 130 

liuslccs’ duties, powois, and liabilities, 
71 

uneeitain position of, 07 
vac am IDS in trustees, 74 
Massachusetts Utilities Assoeiated, 803 
Mamvell Motoi Co , sale of bonds, 348 
May Depaitmcnt Stuios, piefcired 
stoclc, 138 

Mechanics of lights, 347 
Meetings ' 

of directois, lequiiements in various 
States, 81 
of incoipoiatois, 91 
of stocknoldeis 

by-law piovision for time of, 93 
indilforcnce of stockholdeis to, 114 
Toquiremonts in vaiious States, 84 
Mellon, A , eaily caioer of, 740 
" Melons," 665 
Merohandiso turnover, 468 
Moi chant Marine Act of 1020, 723 
Mei chants 4c Minois Tiansportation 
Co , lodomptiOii, 270 
Moiganthiuei Linotvpc Co , dividend 
lecoid, 605 

Melgci, See alau Consolidations 
dehned, 627 

effect on lonvoisinu piivilogo, 146 
lands of, 610 
post-wai movement, (113 
pioniolion of, 2 

piotcotinn of eonveitiblo securities 
against, 254 

Michigan Salt Association, farmatinn of, 
000 

Midvale Steel & Oidnanco Co , collateral 
tiust bonds, G87 

MiUiken Bros , Inc , duiation of liquida- 
tion, 758 

Milwaukee Electric Eailway & Light 
Co , sole of soeuiities, 373 
Mining piopcity, lease of, 000 
Mmoiity 

control of coipoiation by, 114 
piotpotiou of, 104 
Missouii, Kansas A: Texas By 
faihne to maintiun piopeity, 582 
lease ot, 670 

Missoni i Paeiflo E E, commissions to 
bunkers, 370 

Moneyed eoipoiations, definition, 80 
Monopolies, 700, 708 
oeonomie, 700 
oftoot on revenues, 632 
kmds of, 633 


teeUmoal, 709 

Montana Powei Co , sinking fund, 287, 
303 

Montgomery Waid & Co 
icstiietion on stock issues, 109 
lights, 312 

voting rights of slock, 100 
Moody’s Idling of investments, 356 
Moigan, .1 P , A Co , 393 
Morgan method of eonaolidation, 649 
Moms A Essex E E , lease of, 066, 609 
Moitgage bonds, financing with, 226 
Moitgages, 185 
acecleiation of matuuty 200 
aflei-ncquiied clause, 211 
aftei-aoqiHicd piopeity, 210 
“assumed" and “subject to," 204, 206 
Bnindage clause in, 201 
i‘losod-end, 212 
collateral tiust, 197 
communioatioii clause, 202 
consent of non-voting stock requiied, 
106 

oovenauls by mortgagoi, 220 
oovenants in, 199 
coiporate, 206 
defeasance clause, 109 
description of piopeitym, 199 
diagiam showing positions, 200 
enfoi cement by trustee, 219 
* equipment, 107 
esciow agreements, 222 
cesontials of, 198 
execution of, 202 
first and ecnsolidated, 209 
fiist consolidated, 209 
fiist refunding, 230 
foreclosure, 203, 776 
fom of, IDS 
gcneial, 209 
gianting olauso, 108 
habendum clause, 199 
jumui, 208 
liens of, 232 
limited open-end, 212 
maiucipal oidinanoe clause, 202 
open-end, 212, 215 
opeiation and put pose, 203 
parties named, 498 
puichaso money, 211, 229 
leal estate, 198 
reeeivei piovision, 201 
lecitals, 108 
recording, 230 

lelease of pioporty fiom, 220 
lesti lotions in open end, 231 
right of ontiy clause, 200 
right of Bubiogation, 201 
sales subject to, 200 
senior, 208 

tioatmont in consolidation, 032, 644 
Tiust Indentuio Act requirements, 
207 

uadeilymi, 208 
Moi tgojioi , covenants of, 220 
Motoi Caiiiei Act of 1935, 723 ' 
Munipipak ordinances, clause in mort- 
gage, 202 

Municipals, definition of, 80 
Mutual service companies, 700 
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Name 

change m looiganiantion, 780 
of company, lucthod of changing, 658 
of Maasachuoetts trust, 62 
Nnshvillo, Chattanooga & 8t Louis 
XI 11 , louse ot, bbS, 670 
National Assudatinn of Cioclit Mon, 
,ul]UStmont liuie.ius, 762 ' 

National AHSociation oi Hocuiitios Doal- 
eis, Ino , 420 

Nationul Biscuit Co , divirlend locoid, 
001, 606 

National Cash llogistor Oo , 160 , 

National City Co , 680 
National Electric Light Aaaonnlion, 351 
Nntitmal Glue Co , salo of, 806 
National Labni llelationa Act, 723 
National Load Co 
di\ idoiid rocoi d, 005 
ollect of icdomption foatuic on stoek 
of, 141 

National Radiator Coipoiation, leoi- 
ganization plan, 704 
N 0 u p , moaning ol, 463 
Negotiated lecoiistiuctioii, 751 
Net 

business opoi ating loss, 540 
capital, moaning of, 126 
floss o,uiyovoi, 516 
losses, in inoomo tux, 646 
(Itiick assets, defined, 225 
woiking capital, 110 
woith, moaning of, 120 
Now England Powoi Association, Mass 
tiust, 0,2 

Now England Tolenhono Co , solo of 
Bocuiitics, 248 

Now Oilonns Cioat Noi thorn R.R , 
Bulking fund, 270 
Now soeuiity issues, 227 
regulation of, 368 
Now Yoik Contud 
foimation, 008 
lease of, 078 
lights, 243 

N y , Chicago & fit Louis R R 
moi tgage of, 214 • 

sinking fund, 288 

New Yoifc, Now Haven & Ilaitford 
RR 

expansion of, 7.17 
iiiditfeionco oi stoekholdois, 748 
Now Yoik rights, 345 
New Yoik Steam Coip , sinking fund, 
302 

Now Yoik Stock Exchange 
* attitude on non-voting stock, 108 
iide as to biokois’ pioxics, 113 
rulo as to classificaliop of stock, 131 
rule as to waiiants, 162 
New Yoik Tolophono Co , salo of 
Bocuritios by, 379 

Now York, Wostohostoi & Boeton R R , 
luadofjiuata lovenuos, 734 
Nowspapor 

notioo of ledomption, 268, 270 >• 
piospectuB, 380 

Nipo Bay Co., sale of aseels, 602 
Nippon Yusen Kaisha, reset vo3 of, 584 


X' No-ponalty, no-piejiidice” purchasos, 
moaning of, 12') 

Nominal ( apiLilizatioii, 306 
Non-dotachable stoik piiichnso war- 
laiits, 110 '■ 

Non-iiotilication pl.in, 601 
Noii-p.n \ alue stoek, 127, SOO 
idvaiitigcs ol, 128, 30S 
chatigo fiom pai valiio to climinuto 
deficit, 580 

delei mining suiplus, 675 
difliciilties piesented by, 128 ' 
dividends on, 137 
fixing puce ot, 120 
liability ot blockholdois, 132 
piud-in suiplus Clouted uijoii sale of, 
604 

loatiictioiis undoi Public Utility 
Tloliling Company Act, 128 
to solve “ wateied” stook pioblojn, 308 
Non-piiiticip,iting piefciied stock, 135 
piefeience us to assets, 140 
Non-stock 001 potations, SO 
Non-voting stock, 105 

cunliol of ^inoiitios by, 115 
contiol through, 084 
ciitioiam of, 107 

legislative lostiictioiis against, 108 
piohibition by Baiikiuptcy Act, 100 
Public Utility Holding Co Act 
I csti lotions on, 108 
questions on whioh voting lights are 
gixon, 105 

Nonis-La Guaidia Act, 723 
Noith Amcnean Co 
lofundiug by, 260 
lights, 312 
Noithoiu Paeihe 
sinking iund, 20? 

Bitbsidiniy ot, 600 

Noithoiii aecuuticB Oo. v. U B,, 
on, 710 • 

stoiv of cnbc, 010, OKI, 716 
Noithwesleiii Inipiovemoiit Co, hold- 
ing ponipiiiiy, 600 " 

Note Inokorb, source of woikiiig capital, 
403 

Notes 

bonds refunded into, 202 
cost of selling, 371 
dividends in form of, 672 
financing with, 227 
short teim, 361 
Notioo 

of dissolution, 75S 
of dividend payment, 602 
of ledomption, 208, 270 
of sale, 776 

Notification and iion-notifioatiou plans, 
501 

O 

Obligation loseivos, 685 
Obsolosconco, 660 
Olfeimg of socuiilics. 

dale, by pm chase group, 413 
s usual time of, 417 
Ofiioers of coipoiation, 04 

compensation upon piomotioua of 
subsidioiy, 48 
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counting of, foi payioll taxes, 172 
functions of, 102 
iiisuianco of, 547 
limitations on slioit sales by, 249 
of public utilities, lostnctions against, 
099 

piofits by, roooveiv untlci SccuCitics 
llxchcingo Act of lU'lt, 49 
ropoits of stock holdings, 10,3 
sofuiity tiansuctions by, 121 
Ohio Klectiic Powei Co , ledemption 
"by, 271 
Oil lenses, 070 
Obl-ago boiieiii a tax, 172 
Ontaiio I’oucr Co of Niagara Falls, 
sinking iiiiid of, 297, 289 
Opon-aLLOunt advances to subsidiaries, 
701 
Open-end 

investment companies, 70t 
moitgagos, 212, 21o 
icstiictions in, 221 
sinking fund lequftemanta in, 284 
Opeialmg 
costs 

calculation of, 0 
estimate of, 25 
effioioney, definition, 548 


oxpoiisoS 

analysis of, 5 12 
cause of failuie, 735 
fixed and vaiiable, 191, 536 
method of investigating, 11 
latio, 180, 634 

of hydio-olootnos, 626 
of public utilities, 626 
Option method 
example of, 049, 652 
of acqnmiig piopeity, 38 
of f onsolidation, 019, 052 
1 aising cash, ti51 
Optioii-il Biiikiiig hinds, 292 
Options to pin chase slock 

discliisuio xif infuimation as to, 48, 
151 


payinoiit of pioiuofois with, 47 
Ordinary shaies, English term, 134 
Oigamzation 

compai isoii of foi ms, 158 
case ot various foi ms, 168 


expenses, 12 

capitahaatioii of, 680 
fictitious asset, 580 
statistical method of estimating, 
13, 14 
foi ms of, 50 
of coipoiation, 78, 81 
of joint stock company, 67 
of limitod pnitiicrship association, 60 
of Massachusetts tiust, 04 
picvalcncp of dilfciciit forms, 51 
t,i,\(>s,4ablc showing, 82 
Oiigmalmg banker 
moaning jif, 404 
procodui e of, 404 

Otis Steel Co , sinking fund, 284 ^ 

“Out" clause in undoiwiiliiig agroe- 
ment, 420 

Outstanding st^ck, defined, 131 


Ovorcpipitalisation, 310 
cause of failuie, 735, 736 
disadvantages of, 308, 310 
Oveidialts, souioe of woiking capital, 
402 

Oveihcad, 543 

Ovei-the-eountci maikets, control of, 
309 

Ovciti.iding by dealers, 421 
Oveiwaluution, control by Soourities 
Act of 1033, 312 

P 

Pacific Coast Co , pioferred stock, 136 
'Pacific Gas & Elcctiio Co 
picfoi red slock, 806 
iedeem,ihlo bonds, 271 ^ 

Pacific Mail, oftect of Seamen’s Law, 732 
Paoifio Milts, fi actional shares, 343 
Packaid Motoi Cai Co , dividend 
leeoid, 604 

PackoiB & Stockyaid Act of 1921, 721 
Paid-in BUI plus, 675 
dividends fi om, 694 
origin of, 594 
Paid-up stock, 132, 759 
Panama Canal Act, 710 
Par valuo, 8b, 127 

effect of taxation on stock with, 130 
Paramount-Publix, expansion of, 737 
Parent company 
definition, 120, 679 
financing subsidioiies, 701 
Pari passu, meaning of, 212 
Participants 

compensation of, 132 
examination of doal by, 404 
liabilities of, 431 
losses of, 434 
piofits of, 433 

pui chase gioup, liabilities, 414 
selection of, 4,30 
use of toim, 404 
Participating 
bonds, 194 
piefei led stock, 166 
Paities, naming in mortgage, 198 
Paitners 

liability of, 63, &4 

sources of funds shown in diagram, 
374 

Paitneiship, 60, 52 

assoGiabions, 3ee Limited partnoiship 
associations 
bankruptcy, 758 

compared with corporation as to 
taxes, 179 

delectus peisonao, 53 
distinguished from trust, 66 
division of losses, 54 
division of piofits, 64 
ease of organization, 168 
expansion of, 322 
Fedeial income tax, 174 
flexibility of income, contiol and risk, 
164-167 

fiecdoiu of movement, 169 
fuActionalization of management, 162 
genet al agency m, 52 
goveii^nental control of, 168 
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illustration of linuidation, 64> , 
legal status of, 108 
limited, 50 

method of i nising funds, 332 
losult ol Massachusetts trust, 00 
stabilitv of, 167 
ti lists as, 707 
uiicmploymont tax, 172 
Part-paid stock, lOl, 132 
lights upon dissolution, 750 
Patent piotcotion leseivo, 685 
Patents 

analysis of value, 583 
contiol of, ns advantage of eonsohdor 
tion, (i20 

effect of combinations on, 023 
investigation of, 31 
monopoly thiough, 533 
Bubsiaiarics to contiol, 001 
Patterson, John II , expeiienco with 
National Cash Ecgistei Co , 450 
Paymaster’s division, funotioiis of, 99 
Payment 

for becmities, by undouvritcrs, 308, 
400, 414 

into sinking fund, 281 
of capital, lequiroments of various 
States, 87, 132 

of commissions to dealers, 420 
Pegging, piohibition against, 311 
"Penalty” bids, 428 • 

" meaning ot "penalty peiiod,” 422 
Pennsylvania R R. 
eaily stock sales, 383 
moitgnge of, 214 
numhoi ot employees, 360 
sale of secuiitios, 372 
seiial bonds, 293 

Pennsylvania lule as to dividoiids bo- 
Iwuen life tenant and lemaindei- 
man^99 

Pensacola Electric Co , sinking fund, 
280 

Pensions, loscivc for, 686 
Peoples Gas Light 3s Coke Co , open-ond 
moitgagc, 216 

Pere Marquette Tty, piior preferred 
stock, 165 

Perishable Agricultural Commodities 
Act, 721 *■ 

Peimanent improvements, what are, 674 
Perpetual 
bonds, 187, 246 
warrants, 149 

Personal holding oompanies, taxation of, 
671 

Personnel, influence in expansion, 322 
Petition for looigunization under Chap- 
ter X of Bankiuptoy Aot, 767 
Phelps-Dodgo Corp , formation of, 692 
Philadelphia & Beading Coal & lion Co , 
conveitiblo bonds, 252 
Philadelphia <Ss Beading B. B , leoigani- 
sation, 747 

FhUudelphta Co , sinking fund, 279 
Philadelphia plan, 241 
Philadelphia lights, 346 
value of, S46 * • 

Philadelphia, Wilmington & Baltimore 
R> B>, foimation of, 608 


Phi' anthropic oigaiiizations, securities 
pill chased liy, 3()l 
Physical dopieciatioii, 548 
Pierce Poidyce Oil Aysociation, powcis 
ot boaid of goyciDOis, 58 
Pipe (Mso, 71fi 

Pittsbiiigh, Bessemer & Lake Erie 
R B , lease ot, 61)6 

Pittsbiiigh Steel Co , sinking fund, 284 
Phinmiig ahead, 509 
Plans of leoiganisatinn undci Chapter 
X, piopoduio, 7ti8 
Pledged secuiitics 
incnino from, 218 
maintaining value of, 218 
rights of trust PCS, 217 
voting on, 318 

Pledgor and pledgee, voting power of, 
111 

"Ploughing in eainings," 326, 686, 000 
disadvantages of, 60U 
Pools, 396, 607 

Pool & Co , sinking fund, 281 
Population, estimate of, 23 
Portland Railway, Light & Power Co , 
eonvoitible bonds, 263 
Post-Civil Wai, investment banking 
during, 388 

Post-war meigoi movement, 013 
PoBt-WoiId Wai, investment banking 
during, 301 

Pro-Civil Wai, investment banking 
duiing, 388 

Pio-Woild Wai. investment banking 
duiing, 300 

Preemptive lights, Sec Rights to pur- 
chase stock 
Pioforied stock 
as investment, 354 
as to assets, 140 
chaiactoiisticH of, 136 
consont for incioaso, 106 
cost of BcUmg, 371 
(uniulativo, 130 
gonoial lights of, 154 , 

in SCI lOB, 136 
liquidation lights, 660 
paiticipatmg and non-portioipating, 
136 

pioforred as to assets, 760 
piotecisd, 138 

lestiictions on amount to be issued, 
108 

rights upon dissolution, 769 
treatment in reorganization, 784 
Preliminary selling gioup agieement, 
416 

Premium 

fot 1 edomption, 209, 272, 299 
sinking fund dependent on, 300 
taxability, 272 
on bonds, 603 
taxability, 272 
on stock 

dividends from, 693 
effect at dissolution, 769 
Present. 

maintenance, 663 
value, moaning, 649 
worth, iiiteiost and pnnolpsl, 802 
riesidont of corporatioiv, 04 
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Price 

di.igiaiu showing factois m, 520 
olfeot ot luoiiopolv on, 024 
oftoot of steaily rovenuo on, 631 
effect on woiving capital, 453 
faotoi in boriowing, 100 
of COIlVDI 81011, 251 
of Todomption, 271 

of Bocuiities, in undoi wilting agree- 
ment, 30S 
of stock 

cffi r t of redemption on, 141 
efleil of lights on, 344, 340 
new issue, 340 
Price-cutting by doalara, 421 
Piincipal 

of liond, compaied with interest, 602 
office of corpoiutioii, 88 
uiideiwiiteiB, 430 
Pi 101 

lion bonds, 210 

hens , , , 

investment of sinking fund in, 300 
reductions equivalent to, 294 
prefeience stock, 154, 806 
Piiority of olaiius, 748, 765, 768, 783 
Private 

agreements, 700 
corporations, 80 
loans, 392 

sales of seomities, savings eseoted by. 
367 

Production , 

advantages of large ecalo, 019 
effect on woiking capital, 466 
taotoie that entoi the piohlem of, 8 
method of depreciation, 666 
relation of finance to, 1 
Profits * 

disclosuie, undoi Fodoral Securities 
Acts, 19 

division m paitnership, 64 
fmfoituio ot, by officois, 009 
of bniikoi , 3.{6, 370 
ot oommei ctlil ci edit houses, 605 
of iiiidorwiitcia, 433 
powei 1o distiibute, 03 
trading account, 429 
piofit-ahaiing 
bonds, 104 
contiacts, 576 

tnv problem ot, 677 
subsidmiy to aid, 090 
promotci • 
abuses by, 4 

adoption of oontiaota of, 44 
and competition, 2 
oomponsntion of, 28, 46, 48, 647 
oontiaota of, adoption, 42 
oconomio functions of, 3 
financing by. 17 
outlays by, 41 
profits, j}.4 

on oontiaota, 42 
wan ants used toi , 149 
regulation ht compensation, 367 
rdiuodios fuP frautlulont nets oi| 44 
Soouiitlos Act of 1033, 42 
stock taken by, 167^304 
when pi emotion begins, 43 
when promotion ceases, 43 


who h&s been, 2 
who IS, 42 
work of, 1 
Piomotion 

assombling stop, 4, 36 
definition, 2 

detailed investigation, 6 
discovoiy step, 4 
estimate of capital costs, 6, 7 
ostfhidto ot gross levcnues, 0 
estimate of operating costs, 6 
O'cpciises, 11 

statistical method of estimating, 13 
flnanomg, 4, 28, 41 
ns a step in, 41 
legal oonsideiations in, 41 
need foi checking because of Securi- 
ties Act of 1033, 34 
of consolidations, 2 
piesenting the proposition, 40 
reserve for, 584 
steps m, 4 

subsidiary oompanies, 48 
time of beginning, 43 
when It ceases, 43 
Propel ty 
dividends, 571 
taxability, 671 
method of aoquiiing, 37 ' 

.valuation, 38 
Prospectus, 40 

eaimarks of fake, 384 
example of, 382 

habUitios foi false statements, 381 
mailing of, 417 
meaning of, 380 

lequirement undei Securities Act of 
1933, 369 

right of under-writers to use, 390 
selling gioup piovisions os to, 421 
statomont as to, m puiohaso group 
agioement, 413 
table of contents of, 381 
use of m soiling soounties, 366 
who prepaiOB, 308 
Protected profeired stock, 138 
Protecting securities, function of bankei , 
365 

Protection ’ 

of oonveision privilege, 146, 146, 263 
of stock purchase privilege, 162 
Protective committees, 774 

requiiements undei Chapter X of 
Bankruptcy Act, 774 
Proxies, l06, 112 
battles over, 112 
brokets, 113 

Stock Exchange rules, 113 
control letamed by, 114, 683 
duration of, 114 
method of issuing, 114 
rostiictions on solicitation of, 112 
Pro-xy statompnt, contents of, 118 

PubUO. , , ^ law 

advantages of underwriting to, 437 
corpoiations, defined, 79 
offeungSaof seountios, regulation of, 
368 

sale of aeounties, 363 

SOI vice opiporations, defined, 79 



836 


INDEX 


ntilitiea 

aoquiaitions by, conti nl of, 007 
oontiolled by Public Utility llold- 
iiig Company Act, 000 
e\U>nt of inciftei movoinenl, 015 
intcrroi potato iclntioiis, 015 
nominal oupitalimitinn of, .iOG 
logulation of uiuleiwiiting in, 100 
looiganization undci Baukiuptty 
Act, 770 • 

State 1 egulution of, 357 
use of opon-end moitengo by, Olfi 
uoikmg capit<tl, nooiH of, 158 
Public Soivito Co of Ilbnoia, lo.iac, 6(10 
Public Soivico Coipoinlion of Ncij 
Joiaey 
leases, 671 

pc* petual bonds of, 187, 246 
Public Utility Holdine Company Act of 
1035 

abuses collected by, 120 
companies subject to, 006 
consolidation undei, 6JS 
control 

of capitalization by, 335 
of issuance of secuiitics, 216 
of piomoters' jiiofits by, 40 
of seiyiees loudoiod to subsidiaties, 

700 * 

of iiiideiwiitoi’s commissions by, 
372 

of utilities, 79 

of wnivoi of pieomptivo lights, 3.18 
evoniplions, 001 
oiiit Block coiupaiiica undei, 58 
labilities foi violations, hOO 
nmnipuliVtion eoiiti oiled by, 103 
methods of conti oiling utilities, 606 
obiootives of simptiflcatiun pioviBioiis, 
007 

promote! h’ abuses eheoked by, 1 
leosoiib lot oiiuctiiioiit, 615, 606 
recovoiy of pioiits of oflleeis and 
diioetoiH, 49 

regulation of aeeuntioa by, 360 
regulation, of uiidorwiiting, 439 
relation to Bankruptcy Act, 770 
reorgamzation duo to, 803 
repoils and acoounts, 690 
lostrictions against otHceis and diioc- 
tois, 699 

resliictions on non-pai stock, 128 
lestnciions on non-voting stock, 108 
simplification leqniied by, 697 
undeimiting simplification undei, S94 
voting trusts under, 119 
Puget Sound Powei & Light Oo , sinking 
fund, 287 

Ihiilman Co , dividend rocoid of, 605 
Pullman Afotoi Gar Co , leorgamsation, 

701 

Puroliaso and salo of slock purohoso 
wniiants, 151 

Purchase gioup' Sen aluo TJndoiwiiters 
ngioemont of undoiwiiteis, 405 
terms of, 41 2 

compensation of managoi, 413 
dealing through a reprosestalive, 407 
duration of, 430 
dvnmg the twctitios, 400 
liabihties of participants, 494, 414 


managoi of, 10 J 
oJlci of paitK ipntion to, 404 
jaiynicnt lij p ii ticipiuls, 111 
selection of p ii tn ip ini') in, 1.10 
tendency in use of teifii, 104 
t lading iinumg piilirip.ints, 411 
ivhy it deals with coiiimatioii directly, 
408 

Piiiehasc money moilg.iges, 211 

tivuidiiig alU‘i-a( quiiud iliuac, 220, 
2 ' 1 () 

di.igi till shmviiig use of, 231 " 
Puieb.ise syiidif Litcs, 39,5 
Puirb.iso w.iiiaiils, A'li Htoelc pun ha, so 
wall lilts 

Piiieliaseis of sceuiilies, elasses, 301 
Pill eluisiiig 

and distiibiitiiig issues of secuiities 
(in lent method, tUl 
dining the twenties, 405 
eliec t of Luge scale pindiiction on, 021 
fiiiutinii of baiikci, .Uit 
iiifliK'iicc on Wdikiiig i ipit d, 162, 466 
Puic liiist, what eoiistitiilcs, 66 
Puiiiosos of nnUerwiiting, 393 
Puts and catls, 384 
conti ol of, 311 

Q 

Qualified indoiituics, 207 
Qualifying shaies, 218 
(juick ussols 

explained by .Tones & Lnuglilin mort- 
gime, 221 
net (lomiod, 2‘25 
Quoium, by-law piovision, 03 

'R 

Railroad Adjustment n Vet of 1039, 771 
Riiilioadn 

anti-tiiisl law exi'iiiptioii, 722 

e ipit.ilu.iiioil of, 226 
eoiisolulatinn of, (i09 • 

difficiiltv 111 lonig.inization, 717 
enily piomntioii of, .183 
intcicmpni.itu lolulions, fill 
nomiii'il capitaliziitinii of, 306 
icoigamzatinii undei Banluuptcy Ant, 
706 
securities 

exempt fiom Sociiiitios Act of 1933, 
369 

undei wilting of soouritios, 423 
Railway Labni Act, 723 
Raising capital 
pioblom in pioduction, 0 
lefunding in connection with, 268 
tune foi, 3.12 

Rand ICiudox Company, stabilized 
bonds, 24,5 

Rato logiilation, relation of^depicom- 
tion to, 658 

Rating 
credit, 456 
seomities, 360 
Ratio 

of cunont assets to current liabilities, 
613 

used in testing oiodit, 486 
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Ray ConsoUdation Copper Co , objects 
> of consolirlatiou, bl8 ' 

Readjustment <SVc nlaa Reconstiuction 
and lloorj;ani!satioii 
refunding, a^iuit of, 204 
BHMiiii'cs made in, 7S2 
voluiitaiv, 701 
with leceivois, 764 
Real estate 
inoitgages, 193 

luldtioii of revenue to investment, 

«20 

Roallou aiiees by doaleis, 420 
Reriipitdlijution, SOS 
sale of assets to offoet, 058 
Rocoivnbles See also Accounts looeiv- 
able 

analysis of, 582 
diagiam showing, 615, 510 
sale of, 407 
Receivei 

appointment of, 753 
ooitifieates, 210, 780,<700 

e\cmpt from Securities Act of 1033, 
359 

provision in mortgage, 201 
leadjustments thiouw, 704 
under Chaptei XI of Bankruptcy Act, 
773 

Reeeiveisbip, 763 
opeiation duiiug, 780 
Recitals in moitgage, 108 
Rooonstruotion See aleo Readjustment 
and Reoiganisatiou 
anti-trust loiiuiiemeiit, 803 
assignment foi benefit of cieditors, 
76 i 

baiiktuptcy, 764 
causes othoi than ladure, 803 
coiiHolidatiun loquiremenl, 804 
eontiol tliaiigod by, 808 
foes foi , 748 
(iiiuiiiiiil plan, 750 
investigutiun, 700 
legal expecfleiits in, 761 
litigated, 761 
maimgeiial, 760 
methods of, 761 
negotiated, 751 
objects and methods, 740 
readjustment, 764 
rcccivei ship, 753 
refinancing i equirement, 800 
saciifiros made in, 782 
teim defined, 746 
to avoid unpiofitable units, 807 
to dispose of unnecossaiy ooipoiate 
unit, 807 

voting tiust in, 701 
Recoidiiig moitgage, 220 
"Red honing” piospeotus, 410 
Redccin>d>Ie 

bolidsp dihad vantages of, 273 
» slock. 111, (>iSl 

conveisinii piivilogo, 116 
loissuo of, 142 

to limit conversion petiod, 144 
Redemption 

canceling oi keeping alive after, 200 
convcitiblo bonds, 208 


cost ofi, 209 

credit toiiio, 209 

effect of control, 141 

efleot on intei est, 273 

equity of, 203 

for refunding, 267 

for smkiiig fund, 266 

inter-oompanv, 274 ' 

kinds of, 206 

mojidatoiv, 260, 270 

meaning, 246, 200 

methods of watching, 273 

notice of, 268, 270 

of piefeircd stock, 141 

premiums for, 200, 273, 299 

puce of, 271, 299 

iciinancing through, 2b7 

registoied and coupon bonds, 299 

BBiial bonds, 273 ' 

sinking fund investments through, 297 

solicited, 260 

tavation of income upon, 303 
technique of payment, 272 
time of, 270 

to avoid onerous tei ms, 20S 
to 1 educe fixed charges, 207 
unclaimed fund held foi, 272 
Reducing costs, 642 
Reduction , 

of capital stock, souice of surplus, 
' 696 

of price of stock through split-up, 308 
Refinancing redemption as aid, 207 
Refunding, 187, 216 
bankers’ aid in, 236, 205 
bondholdei’s attitude toward, 203 
bonds into notes, 202 
effect of, 230, 232 
good financial policy, 200 
inducements, 264 
meaning of, 246 
moolianicB of, 258 
purposes of, 258, 201 
recapitalisation as step in, 800 
redemption a step in, 267 
to loduco fixed ohaiges, 269 
underwriting of, 303 
Regis teied 
bonds, 187 •» 

ledemption foi sinking fund, 209 
bolding oompames, contiol of, 800 
stock, 126 

Rpgistior of stock, functions of, 126 
Registration 

of holding companies, 006 
oosts, 368 

cffeotive date of, 369 
exemption of seeuiities issued in 
reorgamsation, 770 
fee, 368 

of sccuiitios undei Securities Act of 
1033, 369 

icquirements as to, 369 
waiting period, 408 
statement . J 

agieemont of ooiporation to file, 
300 

imeffdments of, 417 
changes in, approved by managoi, 
402 
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cost, estimate- m piomoticro-, 12, 18 
effective date, relation to uudci- 
writing, 406 

offering of securities iii relation to, 
417 

preparation by undeiwnteis, 398 
requiicmonts in purchase group 
agieenient, 413 

selling group pi o visions as to, 421 
stop orders for uutiue atatemcnts, 
42 

who prepares, 398 
who BOOS, 369 

under Securities Exchnngo Act of 
1934, 3()<) 

Beeulai 
dividends, 6G6 
^vantages, 001 

working and cii culnting capital, 446 
funds loqiurcd fot, 12 
statistical method applied to esti- 
mating, 17 
Eegulation 

of capitalization, 336 
of public utilities. See Public Utility 
Holding Company Act of 1936 
of seonrity issues. 

by Intel state Commerce Commis- 
sion, ^60 

by Public Utility Holding Company 
Act of 1036, 360 
* of security markets, 369 
Reinoorpoiation, sale as a moans of, 
668 

Rejection of offoi of socuiities by dealers, 
419 

Release of mortgaged piopcity, 208, 
220 

Remaindeiman, dividends duo, 609 
Remedies for fiaudulciit acts of pro- 
moter ^^44 

Remington Rand, Ino., sinking fund, 
281, 293, 294 

Rent' 

disadvantages of complioatod, 060 
guarantees of payment, 060 
in corporate leases, 066 
taxation of, 071 

Reorganization Sea q^so Readjustments 
and Reconsti notion 
cash for, 790 
change of name in, 780 
committees in, 774 

exemption of securities from registrar 
tion, 359, 770 
foreclosure, 774 
non-voting stock prohibited, 106 
of corporate systems, 789 
of public utilities 
under Bankruptcy Aot^770 
under Public Uwty Bolding Co. 
Act, 697, 803 

plan 

example of, 794 
fproing through, 774 
limitations, 793 

procedure relating to, under Chap- 
ter X, 708, 769 
who must aoeept, 769 
procedure, 767 

restriction on noiv-voting stqck, 108 


sBciificos made in, 782 
tipatmeiit of bondholders, 787 
treatment of erpditois, 786 
tioatmenl of stoekholdors, 783 
undei Chaptei X of Bunkruptey Act, 
767 

undci Chapter XI of Bankruptcy Act, 
773 

uiidoi writing of, 394 
use of stock piiichttso wairant in, 783 
voting tiusts in, 704 
Rcplupoments, coio of assets, 66C 
Rcpoi ts 

by oorpoi atioiis, 83 
coneoining woiking capital, 610 
dnoctoiB and officers, of stock ownoi- 
ship, 103 

holding companies, 099 
loquitod by Bccuiities Exchange Act, 
370 

undei Trust Indenture Act, 208 > 
Republic Iron & Steel Co , dividend 
record, 664 

Repurchase of securities 
clause in,agieement among under- 
wi iters, 402, 414 
in under wilting, 428 
withholding commission on, 420 
Resale price maintenance, 712, 714 
Resale pi ICO of seounticB, restiiotions on, 
420 

Reserves 
bad debts, 682 
oonveiBion of, 690 
dopiociation, 662, 581 
distinguished fiom fund, 276 
dividend equalization, 688 
expansion and piomotioii, 684 
foi I'OntingenciPB, 687 
for impiovemonts requnod liy changed 
social conditions, 587 
foi loiiromont of slock and bonds, 
685 

French use of funds for, 138 
insurance anil wolfaie, 686 
obligation, 686 
patent piotoclion, 586 
pensions, 680 

prartico iii Amciioa and Euiope com- 
paied, 588 
secret, 696 
taxes, 686 

woiking capital, 675 
Restraint of tiade, 713 
Restiictions. 

in open-end moitgagcs, 221 
on amount of stock outstanding, 108 
on tiading, in undci wilting agree- 
ment, 401 

on transfoi of stock, 125 
Retail. 

givo-up of soouiilios foi, 407, 409, 414 
investment houses, loduotioil m num- 
ber of, 302 

plan of ilnaneing, 600 
Reliiemcnt; 

of bonds, reserve for, 686 
of piofeiied stook, reserve for, 686 
Revaluation of assets, dividends from, 
692 
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Revenues ■» 

advantages of stcodv. 630 
(UsUnguishcd from income, 624 
estimate for intcruiban iiulway, 24 
estimate of, imiiortancc of coiinct, 24 
factors makiiig foi stability, 531 
from opeiations, 626 
from outside operations, 624 
inadciiuate, cause of failure, 734 
size of, 626 

soul CO of woiking capital, 474 
Right 

of oulry, clause m moitgngo, 200 
of subrogation in moi tgago, 201 
Rights to put chase stock' 
as dividends, 341 
calculation of, ,341 
closing books for, 343 
damages for failure to recognize, 347 
denial of, 117 
disposition of, 342 
oSoot on puce of stock, 344, 346 
explanation of, 336 
formula foi finding vhluo of, 345 
fractional, 342, 347 
law of, 337 . 

raeehanics of, 347 
New Yoik and Philadelphia, 346 
quotation of, 343 
value of, 346 

value of Philadelphia, 345 
waiver of, 338 
Risk 

compaiison of organizations, ICO 
efieot of rodemiition featui e on, 141 
relation to control, 106 
vaiiations in, 140 
Robinson-Patman Act, 720 
Book Island R. R , 
mothnd of acquiring control, 669 
voting in, 116 

Rough estimate, step m investigation, 6 
Roxbury Carpot Co , sale of assets to, 
050 

Royalty Intel ssts, 670 
Rnmelv, M , Co , failuie, 740 

S 

Safety of piinoipal, stock arranged as to, 
306 

Salaries 

and the income tax, 640 
deduction of leasonable, 181 
tieatment in consolidation, 645 
Salary department, functions of, 99 
Sole 

at forcolostiro, notioe of, 770 
of accounts receivable, 497 
charges for, 502 
oonttaot for, 503 
offoct on cioditois, 501 
Xoim of agroomont, 499 
of appi eclated pioperty, dividends 
’ nom, 691 
of assets '■ 

oonsout of non-voting stock lo- 
quuod, 106 
consideration for, 055 
consolidation thiough, 60S 


distiibution of sOcuntios, 658 
dmaonds fiom, 691 
effect on conversion privilege, 146 
example of, 000 

intei corpoi ate i olations through, 
055 

moans of romcorporation, 668 
method of changing name, 658 
method of leoapitalization, 668 
pioceduie compaied with conaolida- 
• tion, 669 

protection of convertible seouiities 
against, 254 
raising funds by, 325 
leorganized company, 791 
rights of creditors, 663 
sinking funds from, 291 
to diversify investments of owners 
057 

of property aubjeot to mortgage, 200 
of lights, 342 

of seounties, See Selling socuiities 
of stock puiohaso warrants, 161 
of trust property, olauso giving power, 
72 

of unnecessary assets, 60S 
Sales, 

oolleotions, and receivables, diagiam 
of, 515, 510 

contracts of utilities, legulation of, 
698 

‘lelotion to working capital, 467 . 

special for working capital, 476 
Salmon River Powei Co., sinking fund, 

300 

San Francisco & San Joaquin Valley 
Ry Co , sinking fund, 288 
Satuiation of teiritory, 627 
SavmgB banks, secunties purchased by, 

301 

Savings of oonsolidation, 648 
capitalization of, 635 
Scientifio method of coneohdatiou, 638 
distribution of secuiities, 636 
example of, 635 
outline of plan, 634 
Scrip 

dividends, 672, 690 
for fractional shares, 668 
Seaboard Air Line*Ry 
adjustment bonds, 210 
notes of, 262 
open-end mortgage, 213 
preferred stock, 136 
redeemable bonds, 270 
Seamen's Law, 730 

Sears, Roebuck & Co , dividend record, 
604 

Seasonal vaiiations in interest rate, 330 
Second 

mortgage, foreclosure of, 303 
prefeired stock, 155 

Second Avo R R of N. Y., duration of 
receivership, 764 

Secondhand value, meamng of, 550 
Seoiet 
pioflts 

effect of Securities Act of 1033 on, 

,42 

of promoters, 43 
reserves, dividends from, 696 
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Seorotaiy of ooipuriition, duiioa, 07 
Soo 77 of Batikiiiptcy Att, 77]* • 

Soc 77B of Bank] upti'V Aft, aiiifiidmonl 
of, TOO 
Poourod 

borrowinp;, 107 
credilois, 181 

Socuiitms Mec .a/to Stotka and Bonds 
uRoncioB foi ealo of, 302 
uirangod as to inromo, ronttol, and 
risk, 306 • 

atti active foatuics of, 336 
banker's method of sellins, 305 
classes of, 301 
classes of buycis, 330 
diioot sale of, 377 , 

distnbution of, piioi to legistiation 
sffoetive date, 410 
eatmaiks of fraudulent, 384 
effect of business cycle on kind offered, 
332 

evchange in sale ol assets, bSO 
Fedeial legulation of issues, 358 
koepinp; best till the last, 328 
not taken by old shaieholdois, dis- 
tribution of, 403 
offers by deoleis, 419 
owned by oilioers and diioctors, state- 
ment of, 009 
pure investment, 354 
leoiganized company, 791 
, solo of. Sea Soiling seouiitics 
speculative, 350 
state ipgulation of issues, 350 
time for olfoi mg publicly, 408 
transactions in, by publio utilities of, 
007 

Soouritios Act of 1033 
001 1 action of holding company abuses, 
090 

control by 

of manipulation, 103 
at oIRcci a, 49 
of overcapitalization, 312 
of stock watering, 312 
cost of coufoiining as promotion cost, 
12, 18 

definition of promotoi, 42 
definition of undciwiitei, 387 
directors' liabilities' e0ect on invost- 
mont bankcis, 305 
disclosure of options undci , 48 
disclosuie of wail ants, 164 
effect of, on clauses in undeiwnting 
agreements, 307 

effect on sale of secuntios by mail, 
306 

effect on secuiity fiauds, 386 
effect on selling syndicates, 395 
onactmoiit of, 391 

exempt socuiitios and tiansaotions, 
358, 369 

explanation of, 308 
hedge tlauBo in agi cements duo to, 427 
liabilities covciod by indemmScation 
clauses, 426 

liability of iindorwiitois undoi, 408 
need for checking promotion, 34 
penalties, offeoi on diiootoisitoB, JOi 
piivato soles of seouritios stimulated 
by, 367 


piomotois' abuses chetkod by, 4 
piospcctus leiiuiiumcnts, 380 
puiliosc of, 3ln) 
legiil.ilion of stock issues, 170 
loliitiou io Tiust Iiidoiitiiie Act, 207 
icpoits icriuncd, 131 * 
icspoiisiljiaty pLiccd on bankers, 364 
loittlty intcicsfs undci, 070 
stop-oi doi s uiidci , 4 3 
stork pui chase wan. mis undci, 149 
time of olTciiiig of sci unties under, 
418 

treatment of joint sloefc coi&pumcs 
uiidei , 68 

undeiwnting affected by, 302 
under wilting commissions lovoalod 
undei , 371 

voting tiusts undei, 119 
waiting pel lod, 408 

Sccunties and Il\rhango Commission 
administiation of Tiust Iiidcntuio 
Act by, 207 

closBiffcation of investment trusts, 704 
discoui agemont by, of advances to 
subsidinncs on open ai count, 701 
powei undei Public Utility Holding 
Co Act, 696 

review of i ooi ganization plans undei 
Chnptei X, 768 

study of investment tiusts, 702 
study of loorgiinization committees, 
776 

uiiderwnting ,\ffootod by lulcs of, 392 
Securities Rxehangc Aet of 1934 
ooiitiol of ofHceis by, 49 
collection of holding tumpuny abuses, 
606 

diioctois and officois, loports of stock 
huldiiigs, 103 
ounctmont of, 3ffl 
exempt cxehuiigcs, 309 
explained, 369 

infoi mntion as to options, 164 
limitation on shoit sales, 219 
manipulation pi ohibitcd, 103, 311 
piomotois' abuses checl«i>(l by, 4 
loeovoiy of pioOls of nflicois and 
diioctois, 40 
lopoits loquiied, 121 
losti lotions on solieitation of piuxics, 
112 

rule as to biokers’ pioxies, 113 
tiading syndicates and pools pio- 
bibiled by, 306 
voting tiusts under, 119 
Secuiities exchanges, regulation of, 360 
Secuiity 

behind assigned accounts, 504 
behind bonds, 222 

behind sinking fund bonds, diagiam, 
301 

kinds of, 197 
inting, 360 

SoLuiity holders, prospect for future 
sales, 348 

Soloetoil dealers* See also Soiling gioup* 
agicemont, ,Sec Selling gioup agroe- 
mont 

givo-iip foi, 400 
seleetion of, 415 
teimination of group, 420 
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(o BoIl„ s(’< unlios not tileii by old 
sh.itcholilciti, lOS 
ti'idiiiK 'iinoiiji, IJO 
S<'l(‘Climi of 11 Hill ipimli, l.tO 
Hi>lf-i)i ti.iiii/iMl .ii'i'iit'i, .!7.i 
Si'll-iiud-swittli ‘iiipi'al, tfbC 
Sl'llllIR 

.IRI'IltH, 37J 

•Hid liuvniB iiolicii'i, in loklion to 
cyiln, i.U 

lOBtH, (duuiiuiliiou throii|;h (Oiiiliinai- 
lum, (I'i I 

fuiidioii ol Imnliin, dbo 
Riouii (See nli,i> Suluclod dualcis 
iigiouinonl, ^(Jo 
aef I'plnnoi' ol, till 
donloia’ ooinmiiHSionB in, 119 
mailinK of, 417 
Iiiplumuaij', 411) 

pi I) vibinni) ns to i ocisl i ation Rtalo^ 
uioiit and pioBpectua, 4il 
lofcieiioo to puuliase group 
agiccmont m, 41') 
toims ol, 418 , 

compaiod with selling syndicate, 
388 

dibtiiiguisliod fiom selling syndicate, 
406 

duration of, 436 
foimation of, 410 
givo-up foi , 409 
intention to foim, 411 
managei. See Maiiagei 
relntionanip of mcnibois, 421 
aoleotion of, 416 
suivival of, 396 
teimuintion of, 420 
to sell Seoul ities not taken by old 
shaioholdois, 403 
unsuccessful, 4A2 
Seoul itics, 330 

ndviintiigos of solo thiougli banlcei, 
372 

agon cum foi, 3G2, 373 
at 'I picniium, 693 
bniikoi'e function, d(i6 
bankci's piohH, 236, 370 
by holdiuR rompaiiy, 702 
by tolopliono, .181 
commission chaigos, 370 
commissinns fui, 370 
cost of, IS, 370 
diiuct, 373, 377 
diipctly to laige mvostois, 367 
effect of Seoul itios Act of 1933 upon, 
.166 

effect on contiol, 330 
Fedcial legiilation, 368 
in units, 362 

maehiuoiy, in undoiwiitiug, 416 
occasions for, 330 
of Huhiiduuv company, 702 
old nietliods ol, 113,3 
pinapoclus, So Piospoctus 
I 0 |i 1 iila 1 ioii by Inicisluto Commeico 
Coininission, .IbO 
StHlOiSogubition, .166 
time foi, .332 

to baiikei B, 01 iginuUon of deal, 404 ^ 
to ciodiioiB, .318 
to ouBtpmeiB, 310 


to clealeis, 117 , 
to„(Nnployecs, .152 
to financial institutions, 410 
to fi lends, .363 
to Kunci.xl public, 333 
to sccuiity holcloiB, 348 
uudcmiitiiig 111 , See Undeiwiiting 
unsuccessful selling gioup, 422 
ayiiilicates, 396, 106 
distinguished fium selling gioup, 
, 406 

UBo of teim, .188 

Somi-fi\cd mvestmont trusts, 704 
Senate Committee on Banking and 
Cuiiency, 301 

Senioi moi (gages, 208 ' 

'Soiial 

bonds, 214, 270, 286 
diagiam showing fiaed buiden, 280 
diaadyantngoB of, 277 ■* 

lodomption of, 273 
sinking fund bonds distinguished 
fiom, 276 

sinking funds supplemental y to, 
277 

equipment titc't notes, 243 
equity behind, 243 
Senes, prcfciied stock issued in, 136 
Benue 

eonliacts, logulation ot„098 
fee of managei, agieemciit of undei- 
' wiitciR to pay, 401 
function of bankcia, 367 
Seven Sisters Acts, 169, 712 
Sovoial liability of bankers, 411 
Shaieholdois of Massachusetts tiust 
liability, 67, 76 
limiting Imbility, 66 
payments foifeitod by, 76 
rights of, 06, 75 
Shaios See also Stock 
doOnition, 122 
fiaolionnl, 342 
jointly bold, voting on, 111 
MiiBBaohusetts tiust 
issue by, 76 
lost, 75 

powoi to call for payment, 72 
tiansfei of, 75 
methods of isssmg, 123 
qualifying, 218 

Shell Oil Co , sinking fund stock, 143 
Sherman Anti-Trust Act, 713 
acts supplementing, 719 
coses, 714 

intorpi otation of, 714 
Sheiwm Williams Co of Canada 
objeotB of consolidation, 618 
voting powoi, 107 
Shipping Act of 1916, 723 
Stop orders 
offocts ot, 42 
es^plamod, 12, 360 
foi watoied stock, 312 
when isshed, 350 
Sboit 

position covered by trading account, 
429 
sdles ^ 

control of, 311 
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ponvoitable build's to cover, 248 
SocunUoiS Kx«Iianp;o Act < 0 / 1UJ4, 
limitation, 249 
stock piiichnsu ivuiiant, ISJ 
teim notes, 2(il 

boi lowing tiom banks on, 262 
teim pupoi, exempt fiom SoLuiities 
Act of 10.43, 369 

Shui>on Optical Uo , budget plan nl, 
517 

Sicgel-Coopei, fniluio, 741 • 

Simphfitution of bolding companies, 607 
uiidonviiting of, 304 
Simpsoii-Ciawfoiu Co„ foiluio, 742 
^Sinking fund 
' advantages of, 270 

bonds, distinguished fiom soiiol bonds,* 
276 

canceling bonds ledcemcd foi, 200 
oa%, 200 

compulsion of payment, 206 
Londitioncd on amount of liubiness, 

289 

conditioned on dii idoiids, 209 
conditioned 011 puce of commodity, 

290 

consideiation for change in bonds, 

279 

cumulative and iion-cumulativo, 202 
default in, 206 

diagiiim snowing effects of invest- 
ment, 301 ■ 

‘fixed annual amounts, 281, 282 
fiom sale of icleasod piopcilios, 20X 
how built up, 281 
installments 

fixed and contingent, 285 
incieasing, 284 

piopoitioiicd to bonds waned, 287 
pi opoi tinned to gioss income, 2.80 
voiying with nmmilit of biisiiiuss, 

280 

varying with depletion, 1’88 
vnivmg with emiiings, 2,87 
vaiying with piohls, 288 
investment, 290 

in bonds of same issue, 297 
in Bocuiitics of othei companies, 
206 

in securities of same company, 300 
statistics of methods, 208 
keeping olive bonds ledeemed foi, 299 
low of, 205 

method of depieciation, 567 

optional, 292 

payments 

anticipation of, 293 
offsets to, 204 

on stock pui chase wan ants applied 
, to, 291 

puce of jedemption foi, 200 

pui poses of, 275 

redemption foi, 260 

reduction in loquiioments, 204 

lediietioii of pitOT hens ociyol to, 294 

reserves, 276, 686 

atook, 142 

supplementary to suial bonds, 277 
to begin in future, 280 
voluntaiy, 278 
•waivets of payment,' 206 


Small issues » 

(i\onipt iiom HecmitiPs Aut of 1938, 

’ 359 

exempt li oin Ti list Indeiitui e Act, 207 
Soliciled lodoiiiption, 21 1(1 
Houiiis * 

Ilf funds, diagiiims showing, 374, 375 
of suipliis, 390 

Southoin Cl is irtililics, Tiic , stock piii- 
cliaso w, mauls, 217 

Smithem Pacific, oufsido opoiatioiis of, 
621 

Boutheiii R.iihvay Co 
opeu-end moilgiigo, 21 ! 
lOLnnstiui tioii costs, 718 
seiial bonds, 286 

Southeiii Sieii IS Powei Co, sinking 
fund, 290 

Bouthwostoin Bell Toleplione Co , sink- 
ing hind, 298 

Soul h west ein Doxolopmeiit Co , diM- 
dciicls, 572 

Spec 1 . 1 I stock, defined, 166 
Bpeeiiih/iitioii of ^jl.uits, 623 
Speculation m stuck pui chase wait ants, 
161 

Speculntix’O sbouiitics, 366 
Speculatuis, seem ities pin chased by, 361 
Split-ups 
effect of, 309 

effect on convoi sion in 1 vilego, 1 16 
piotcctioii of cunvcision piivilogn 
against, 146 

to loduLO puce of slock, .308 
Sponsois of investment tiusts, 702 
St Louis South wostein Ry., bond issue 
of, 224 
Stability 

compai isons of 01 gaiiuations, 107 
of 10 venue * 

advantages of, 630 
factors making fui, 631 
Stabilwed bonds, 2 1 1 
Stamp tax, tiaiisfoi of shines, S3, 87 
Stamped bonds, 2,18 
Standttid Investing Coipeintion, finc- 
tion,il shiiics, 568 

Suuidiud Milling Co , clividciid leoord, 
605 

StauJouI Oil Co of Now Jeisoy 
anti-tinat ease, 716 
foimation of trust, 010 
stork dividend, 608 

Stondaid Oil Co of N Y, icfunding 
bv. 200 

Staudaid Oil Tiust, hoiizontal comhina^ 
tion, 016 

Stale 

aiiti-ti list lows, 712 
coipoiatioii laws, comparison of, 85 
of incoipointion, 82, 84, 86 
legiilation of hocuiify issues, 360 
of pubbe utilities, 357 
unomploymuiil taxes, 172 
Statistical 

department, fnnotions of, 101 
method of mvosUgation, If 
applied to capital costs, 13, 14 
applied to cost of estimating busi- 
ness, 14 

applied to oost of financing, 17 



INDEX 


843 


appl^cl to ostimating tegular work- 
ing capital, 17 

applisil to oiganization c\poi\sos, 14' 
Rtatistiuiiui, duties of, 07 
Btalistios of failuio, 742 
Steam prtwot fiUnt, operating latio of, 
1^25 

Steel Rail pool, foiination of, (lOO 
Stock iScf «fao Shaioe 

amount not essory to conti ol, 681 
aiiaugcd us to conti ol, 206 
aiiaugod as to uicome, .100 
luiiuiged as to safety of piinoip.U, 
dOO 

asbossalile, doOned, 131 

assignment of ceitiftcato of, 123 

authoiizcd, debned, Idl 

bankois', 157 

bonus, 133 

hook, closing of. 111 

callable, debnod, 131 

calls for payment, 133 

ceilifiLUtos of, 132 

classes of, 80, 122, 134 

company, See Joint stock company 

convoitiblo, 143 

corpoiation law, certificate drawn 
undei, 90 

coipoiation's light to hold, 080 
cumulative pi efcirod, 130 
dohentuio, 156 
dcfciied, 1.55 
doflnition of, 123 
dividends, 5(iG, 567, 699, 000 
effect on conversion pnvilcge, 145 
or cash, 57.3 
fuietional shaics, 609 
pieliimuuiy to selling stock, 800 
piotoction of coii\cision piivilego 
ug.iuist, 110 I 
Btimuliition by taxation, 508 
taxation of, 670 
to icducp value of stock, 309 
licatiMcnt oi fi actional shnios, 508 
ellecl of lights on piicc, <310 
etfci t ot Unviitiou on pai and non-par 
value, 129 

lOnglish clasHificafion, 131 
lOiigbsh priiotico of issuing shaies of, 
123 

exchanges 

legnlation of, 309 
sale of sociuitios thiough, 308 
financing with, 230 
foi felted, 133 
fouiideis, 150 

Ricnch piaetico of issuing, 132 
giiaiantced, defined, 156 
incieasmg, loiiuiiomenls, 100 
mtoiest on subset iptiuns, 564 
invohtments in, 364 
issued, dohnecl, 131 
issued to effect consoUdalion, 318 
liability of stoi'lvholdoiB, 131 
limiliiTg liability, 132 
listing on exchange, 368 
lost ceili*iPiilo, 12.1 
management, dehned, 150 
miithuds of issuing shaies, 123 
nominal capitalization, 300 
non-par value, 137 


non-voting and vetoing, 105 
outstanding, dohued, 131 
pai value, 127 
pait paid, 131 

puiticipatmg and non-partioipating, 
135 

piefoned as to assets, 140 
pieforiod ehm actei istjcs, 135 
piioe of, 340 

pilot piofeienoo, 154, 800 
pivtected prefened, 138 
piuokase by coiporatiou, 142 
pmohase piivilego 
and wan ants, 148 
dilution of, 152 
illustiation of dilution, 153 
bmitation of, ISO 
purchase wan ants 
bonds issued with, 256 
dilfoiontiatod fiom wanants^ evi- 
dencing “light," 341 
disadvantages of, 153 
diBclosuie of iiifoimation as to, 164 
extension of, 150 
ex-warinnts, 152 
payment of piomoteis with, 47 
payments applied to sinking fund, 
201 

peipetunl, 149 
pieemptive rights of, 340 
ptoomptivo lights to, 339 
put chase and sale, 151 
redemption of, 257 
lights of holdoia to subscribe to 
stock, 341 

Seoul iticB Act of 1033, 149 
shoit sole of stock, 152 
to lotmn control, 116 
USD m leoiganizations, 783 
voting affected by, 161 
ledoomable, 141, 681 
ledemptioii, oftoot of, 142 
legistiiitioii of, 125 
legulutioii of issue, 170 
icsoivod foi convoisioii of bonds, 264 
lestiu tioiiB on amount outstanding, 
108, 100 

right of coipoialion to hold, 680 
rights of piefoiied, 154 
rights upon liqmdation, 666 
shoit sales of, 243 
sinking fund, 142 
special, 155 

spht-up to reduce pnoo, 308 
Bubsuiiptions, 14 
tiansfei of, 123 
tinnsfei tax on, 130 
tiodbuiy, 131, 607 
voiiations in iisk, 140 
voting and non-voting, 116 
voting Bubsidiarios’, 680 
"watoiod," 133 
StoekholdoiB 

cnloulation of "rights” of, 341 
oitoct of consolidation on, 030 
m lonnoetion with lease, 60S 
in eonsolidal ion, 630 
in reorganization, 783 
indilfoiji^nco of, 114, 083 
insertion of books, 120 
hability of, 84, 131 
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meetings, S4 

objecting tu consolidation, 026< 
piiro of stork olTciod to, 340 
iiuestioii's dcridrd liy, 102 
rights of, 122, 330, 3.37, 347 
to rompol dividends, 6b0 
to iiifoi matioii, 120 
to piotoct opmpany, 103 
iindei wilting offoi of aecuiities to, 307 
upon dissolution, 758 
Sliaddlos, rontiol of, ,311 « 

Sti <ught4itio method of dopioriation, 556 
Btudcbakri Coip., lailuio, 741 
Buboidination olauso in nioitgagc, 300 
Jlubsi'iiptioiis 

lights, affect on conversion pimlcgo, 
146 » 

to stock 

calls foi payment, 133 
rontiarts, 14 
interest on, 664 
Subsididiics 

adjusted to local conditions, C86 
advances to, 701 
advantages of, 686 
oontiol by lessee, 670 
e\peiimonts tiled by, 086 
ffgnting, 600 
llnaiK mg, 230, 701 
financing sfi vices rendeied fo, 701 
for employee stock ownership plana, 
090 

"foimod because of adveisc legislation, 
080 

holding company’s accounts, 742 
income from, 601 
incienso of olficioncy by, 080 
mvoslmonts in, 623 
manipulation of accounts, 004 
natuio of poimanont hnanomg, 702 
pledged Bccuiitics of, 218 
promotion of, control under Public 
■Utility Holding Company Act of 
1036, 40 

pi emotion of afiuiis of paient oom- 
pniiy, 48 
purposes of, 091 
sale of socui itics, 702 
service companies, 700 
SOI vices lendoiod to^700 
soul ee of working capital, 508 
tavation of, 602 
tempo] aiy financing of, 701 
to aid in profit-shaiing, 690 
to aid investoiB, 370, 090 
to avoid aftei-aoquuod clause, 220, 
230 

to oaiiy on woik parent cannot do, 
680 

to control patents, 601 
to hide tiado sociots, 689 
to liquidate assets, 601 
valuation of, 700 
voting stock of, 680 
Subundoi writing, 422 . 

pci milled in purohaso group agreo 
meut, 413 

Success, elements of, 464 

Stigai case, 716 

Sugar trust, formation of, 610 

Sundry Civil Appropiiations Act, 722 


Sunrai Oil Corji , debenture gtoek, 150 
"Supei" holding eumpaiiios, 008 
^111 plus 

acLUiiiulaled dividends fiom, 607 
advantages ot liugo, 688 
analysis of, 580 «■ 

appiiipiiutcd, 326 

dotoimination of, when stork has no 
pai value, 675 
donated, 697 

maintaining btockholdera’ equity in, 
337, 343 

meaning of, 573 ' 

"ploughing 111 ," .325 
reduction of capital stock ns souico, 
505 

Bouiccs of, 590 
taxation of, 170, 670 
Sui taxes, rates of, 176, 177 
Swift iSs Co 

dividend locoid, 605 
piopcity dividends, 571 
Syndicate, See aUo Undeiwuting 
os joint advonfuio, 56 
consolidation, 651 
definition, 388 
distiibuting, as agents, 305 
ease of oiganization, 168 
expenses of, in agi cement among 
undciwiitois, 402 
Fodoial taxation of, 175 
fioedom of niovomoiil, 150 
joint adventure oi, 60 
kinds of, 304 
loan, 305 

managei , Seo Manager 
purchase, 305 
looiganization, 702 
selling and dmtiiliuting, 306 
ti ailing, 306 

undenwiling, Ste 'Undoiwiiting 
Syndication 

Boouiitios sold to iiixoslmuiil bankeis, 
403 

whoio deal involves ol{pi to slock- 
holUeis, 307 

whole offoi of RociiiiliOB to old socui ity- 
lioldiis IB undoiwiitton, 307 
wboio seouiities aie sold to bankeis, 
307 

diagiam showing, 423, 424 
T 

2/10, net 30, explained, 455 
2/10, net 60, explained, 447 
“2 to 1" ratio, 456, 613 
Table. 

calculation of imtiol ciiculatmg capi- 
tal, 448 

capital budget, 321 

compaiiBon of corporation laws, 82- 
89 

dividend i coords of oompamos with 
stable eainings, 605, ' 

dividend records of oompames with 
unstable oainiiigs, 604 
dividend loiotds of mdustiials, 005 
effect ot business activity on invon- 
toiies, 404 



INDEX 


845 


fmluies,laiKo and bmoll, 743, 744 
(oims of QigamznUon, 51 
glowth of coipoiatjons, 310 
lUustratiou ol tiidiug oii equity, 188 
inoozne tax latcs foi individuals, 170 
limited' opeiiMind moi tgagos, 213 
net cainiiigs distubuled by English 
and Vmeiiean. oompanios, OOti 
new rnpitiit issues, 227 
oi ganization and fianehiso ta^Qs, 82 
Tuft, W H , common law monopolios 
explained, 710 
Tangible assets 
Block foi , ()34 
valuatiqn, 38, 643 

Taiill A.ct of 1930 and anti-tiust laws, 
732 

Tax-exempt covenant, 220 
Tax-fioe covenant, 320 
Taxes and taxation 

alEliated eumpaiiies, 084 
avoided by nit ei state oorameice, 544 
convcisiou and, 265 
coipoiation and paitneibhip, com- 
paiod in 1 elation to, 170 
effect of expansion on, 323 
Eedeiol ’ 

capital stock tax, 178 
excess profits tax, 178, 309 
income tax 

afSliated companies, 6S4 
oniiyovor of net biisuioBS opei- 
ating loss, 646 

comparison of oiganizations on 
basis of, 174 
coipoiation, 177-183 
dopieoiation undei, 668 
discoiiiagomont of holding com- 
panies by, 096 

dividends, 178, S60, 668, 603 
dividends fiom ncoumulatod sur- 
plus, 608 

puinod income oiodit, 176 
effect oil oonvcision, 266 
oxoniptions allowed indmdualB, 
176- 

oxpnnscs, 645, 646 
holding oompniiioB, 692 
msiiianco, 617 
joint stock companies, 67 
leases undoi, 671 
lessee to pay, 668 
on personal bolding companies, 
571 

opeiatmg expenses and, 543 
other income, effect of, 183 
pio6t-sharing contracts, 676, 677 
piopeily dividends. 571 
rates for mdividu.sls, 176, 177 
looonstiuction of coipoiations, 
800 

lodomption piomiiims, 272 
rent, 671 
shlancs, 546 
aciip dividends, 672 
stortc dividends, 346, 666, 670 
stock Ol cosh dividends, 673 
surplus, 670 
.ssuatico tax, 130, 255 
}ld-age benefits, 172 


tronsfoi of stoeki 130 
uud-stiibutod piofits tax, 672 
incidental cbmgos, 643 
inhoiitance, 82 

Massachusetts tiust, 09, 70, 130 
non-pai \ aliie stock, 130 
pai value stock, 130 
pci iodic, 544 , 

piemium foi lodcmptinn, 272 
piemnim on bonds, 272 
piiloiiLy of claims for, 719 
leconsti action to avoid, 809 
redeemed bonds, 303 
leoigamzation duo to, 658 
lepoits of coipoiations, 83 
leseivcs lor, 586 

selection of oiganization on basis of, 
171 
State 

coipoiation, 82 
franchise, 83 

oiganization, table showing, 82 
unemployment insurance. 172 
tiansfei of sliaics of Massachusetts 
trust, 130 

tiansfei of stock, 130 
unemployment insui anoe, 172 
Telegiam, offei to dealeis by, 417 
Telephone selling of secmities, 384 
Terapoiaiy finanoi^, 201, ,701 
Tennossoo Copper Co , lease, 666 
Termination of 

agieemont among purchasing bankets, 
415 

agieemenb among undeiwriteis, 402 
sellmg group, 420 
undei writing agioement, 400 
Toims 

of bonds, 261 

of ciodit, 447, 465, 462, 476 
compared with sole of accounts re- 
ceivable, 602 
Texas Co 

eonveitible bonds, 264 
formation of subsidiniy, 680 
Texas Pipe Lino Company, formation of, 
686 

Thales, monopoly of olive-pi esses, 708 
Timber tract, investigation of, 33 
Tipster sheets, 384 
Tobacco case, 717 
Toil 01 editors, 786 
Total msolvoncy, explained, 726 
Traction Terminal Coip , redemption 
oontiaot, 272 

Tiode 

Bocoptancos, 488 
associations 

anti-tiusl laws and, 724 
interooiporato relations through, 
608 

seoiets, Bubsidiaiies to hide, 689 
Tiading account 

clause in agioement among undei- 
wiitfiB, 402 
decline in activity, 428 
in undei writing, 427 
opeiations of, 428 
piofits,and losses, 429 
among participants of put chase group. 
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ftini tion ot banheis, 307 
<iu t,hr> equity, 187 
Vvnilioute*), ,-i06 

Tiutisactiaiifi ovcmpt fiom Sucuiities Act 
of 360 

Ti iinsfpi 

iiRpiit, fcen of, 124 
nt ato< k, 1 2,1 

of Muaaai'liusoUe trust, 76 
leBtuctiona on, 125 
staTnp tux, RS, 87 
tnxoB on, 130 

'riauspailation Act of 1020, 360, 628, 
723 

Troasuroi of eoipoiation 

dosoiiption of ofiicp, Ol, 07, 00 
diugiain ahowmi; 1 elation to rompliol- 
let and nuditoi, 06 
dtUioB of aB9i8t,iut, 07 

TieaWy atook, 131, 507 
preAmptive lights to, 310 
pi ICO of, 133 
use of, 312 

Tii-Utilitios Coipoiation, looiganisu- 
tion, 780 

Tmat 

agieement, mvcalment tiustopeiating 
undei, 704 
as paitiipiship, 707 
huainoss, 
defined, 007 

, funds, power to invest, 73 
'legal basis ot, 600 

Maaauehusotts, iSre Maasnrhusotts 
liust 

moaning of, 05 

oiigln of populai tncamiig, 118 
rocoipts, 402 
use ot loim, 000 

violation of populai moamng, 118 
voting, 117 

Tins too 

appnuitiiient iiiidei Chnptei XI of 
Baiifcuiptoy Act, 773 
oestuis quo tiusteul and, voting 
power, 111 

in r^^anizalion under Chapter X 

method of acquit mg property, 38 
of Masaachusetts tiyst, 61 
08 paitnois, 64 
changes, in, 74 
compensation of, 66, 73 
control by shaienoldera, 66 
dividends declared by, 63 
duties, powers, and liabilities, 64, 71 
liability of, 64, 71 
of moitgago 

authentication of bonds by, 216 
duties on default, 208 
eiitorooment ot moitgage by, 210 
enfoioement of sinking fuiia by, 205 
obligations of, 208 
qiiaTifloationa of, 207 
lights in lespeot to pledged sooun- 
ties, 217 

plan of reorgamsotion, 708 
oxamplo, 794 

seouiiues purchased by, 361 „ 
voting by, 112 

Trust Indenture Act of 1039: 


OMtifu'ute of value of piopifrty, 217 
exemptions, 20S 
explaiuiUon, 20/ 
postp/mPiiieiit of iiileipst, 210 
lopuits ,is to ftiiluio til meet sinking 
fund, 377 

ti ustep'b duties us to dpiaiilt m sinking 
fund, 205 

triistpp's duty to onion p obligations, 
210 

waivei of dotaulla, 210 
Tydings-MiUei Act, 713, 714 

U 

Ulti ,i x’li PS acts, lOi 
U'iuU“ii‘apit,ilisation, disadvantages of, 
30S 

Uiidei lying moitg,igps, 208 
Uiidoi wi ilois iSi'i idio ITiidpiwnting 
at counts, settleniont of, 4.t0 
ttgieonicnts, iHcc Undeiwiiting ogieo- 
ments 

conditions of oJiUgatioiis, 399 
dehiult , eltect of, 412 
definition, 387 
mdemiiity by, 426 
mdomnity ot, 435 

liability uf, 111 agioomeiit among 
imdei wi iters, 401 
linntiiig liability uf, lOS 
loans by, 430 

piepaiutioii of rcgistiutioii statements 
by, 308 
piofits of, 43.3 
Underwriting 
advantages uf, 430, 437 
agroomoiits 

among pui chase group, 412-416 
among stilpctofh dealers, 41 W 
among undeiwiitois of an olTer of 
sociiiilios to old Bbaiobolders, 

400 

ohauKcs in ipgisli.it ion statomoiit, 
402 

clause as to Uading*atcount, 402 
coinpoiisatioii uf manager, 401 
date of, 100 

distiibution of unsubsoribed 
stork, 401 

effect 01 default, 402 
iDimbuisement of underwriters 
upon oancellation, 400 
lopurrhase clause in, 402 
restiiotion of trading m rights, 

401 

termination of, 400, 402 
toims of, 400 

among unueiwiilcis who puichaso 
an issue, 405, 410 
advertising lornns, 416 
authniization and compensation 
of manager, 413 
expenses, 416 
givo-up provided, 414 
loans, 414 

ofloring of secuiitlos, 413 
paitiea bonefitod, 412 
payment for sooMritios, 414 
reniati alien statement, provision 
for, 413 
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rop'.rohaso clause, 414 
lights and liabilities of managci. . 
416 

subundei wilting piovidod foi, 
414 

tPiUunaviun of, 416 
tiading among paitioipants, 414 
hetweon coipoiatiun and purchas- 
ing bankeiB, 405, 410 
olfcctivo date, 406 
terms, 413 

between coipoiation and undei- 
wiitois of offoi to old share- 
holdeiB, 397 

clai'se 1 elating to payment foi 
secmities, 398 
clause lelating to pure, 398 
clause 1 elating to sale of imsub- 
aciibod stock, 308 
rlosiiig date, 398 

conditioiia of undeiwriteis' obli- 
gations in, 399 

coipointioii’s Luvenants in, 399 
coipoiation’s lepioscntationa and 
wairantios in, 308 
purpose of, 398 
terms of, 307 
hedge clauses, 430 
in sale of socuiities to investment 
bankois, 397, 405, 410 
in sale of secuiities to old security 
holdeis, 397 

indemniOoation clauses, 426 
time of signing, 406 
tiading account, 427 
changes in piactices, 393 
commissions, 371 
eonipensatioii of partinpants, 432 
competitive bidding, 438 
eonsolidntioii, 394 ’ 
cuiiveiBiou of seeuriUes, 394 
posts 

saved in piivuto sales, 308 
who p.iVH, 4,13 

euiienl methods, in pui chase of issue 
of sueulitics, 401 
definition, 387 

diaguim of svndiration of puiohosed 
seeiiiities, 433, 424 
duialiou of syndicate, 43b 
dining the twenties, 405 
excliaiigo of seem dies, 394 
exiiunses, table ot expciience, 371 
extension of maturity, 304 
joint accounts, 404 
liabilities of participants, 421 
losses of, 434 

obligations of managei , 436 
offcis to old SGiurity holders, 390 
oiigmation of deal, 404 
outline of chaptei on, 307 
powcis of manager, 434 
put puses of, 393 
refunchng, 393 

logulatiop, for public utilities, 437 
jcntganirotion, 304 
solo of soouriitos, 803 
secuutios purchased by invostmenli 
hankeiB, 403 

selection of participants, 430 


simplification of utflities, 394 
syndraBtes, 394 
duiation of, 430 
manager, Seo Manager 
lolationship of paiUcipants in, 432 
unsucoesbful distiibution, 432 
work of muiiagct, 436 
Undistiihuted piufits tax, 

1030 Act, 672 

effect on stock dividends, 608 
poti^onal bolding corporations, 671 
Undivided accounts in underwriting, 
407, 432 

Undivided profits, 575 
Unemployment inauianee taxes, 172 
Unfaii 

disci imi nations, legislation against, 
712 

practices, legislation against, 721'' 
Umfoim Trust Receipts Act, 492 
Union Mills, Ino , puipose of ledemp- 
tion, 141 

Umt type investment trust, 704 
United Artists Circuit, Ino , protection 
of oonveiBion privtlogo, 140 
Umted Biscuit Co , convertible stock, 
145 

United Corpoiation 
option wairants, 140 
piomotion of, 083, 085 
Umted Diug Co , sinking fund, 282 
Umted Fiuit Co 
dividend lecord, 605 
sale of assets to, 002 
Umted Fuel Gas Co , smking fund, 
. 289 

Umted Gas Improvement Co , holding 
company, 679 

Umted Light and Powei Co 
holding company, 670 
lomcoipoiation of, 658 
United Light and Railways Co , rem- 
coipoiation, 068 

United Shoe M,vohlnory Coip., dividend 
record, 605 
U 3 Rubber Co 

dividend iccord of, 004 
promotion ol, 049 
redemption by,'268, 269 
sinking fund, redemption by, 299 
Umted States Steel Coiporation; 
as monopoly, 718 
diTidenu policy, 660 
dividend iccoid, 601 
bolding company, 679, 089 
numbei of employees, 360 
ofhcoiB, lb2 

pieaidont's loport on suiplus, 689 
promotion of, 300, 684, 686 
redemption by, 267 
sale of sooiirities to employees, 852 
sqUBOising water out of, 313 
strength pf proxy committee in, 114 
veitical moiger, 610 
Units, sale of seouritiea in, 303 
Unhmitod liability in underwritmg, 407, 
. 488 

Unsoouted cioditoia, 184 
"Up-atieam" loans, 698 
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Utah Socuntios Ocjp , waiver of preemp- 
tive rights, -338 " - 

Utibty value, meaning, 519 

V 

Vadsoo Sales Coip , sale of stook by, 
352 
Valuation 

uppiaisol plan of, 39 
negotiation plan of, 30 
of assets, 502 
of earning powci, 044 
of goodwill, 39 

of piopcitius to be ahscmblod, 3S 
of subsidiaiics, 700 
of tangible assets, 043 
Value 

ofjFliiladelpliia light, 345 
of light, 345 

of stock, method of finding, 337 
Variable expenses, 191, 535 
Veiifieation, a step in investigation, 5 
Veimoiit and Massnehusotts 11 R , 
foimation of, hUO 
Vertioal oombinations, 016 
Vetomg stock, 105 

contiol of minoiitics by, 116 
questions subject to veto, 100 
Vice-piesideut of coipoiaLion, desciip- 
tion of office, 94 • 

Vlolenee, acts against, 721 
Virgiiiia-Caioliiia Chemical Co , woik- 
ing capital, piublcms of, 155 
Voluntaiy 
bankiuptcy, 750 
Tondjustmoiits, 704 
reoiganisation of holding companies, 
098 

Tooi^uzation undei Bankruptcy Act, 

Voting' 

by proxy, 112 

change in rights, consent of non-vot- 
ing stock, Ido 
classified, 116 

contingent upon defaults, 100 
contiol of minoiities by spooiol ar- 
langomcnts, 11§ 
cumulative, 84, 110 
in a coipoiation, 104 
special methods of, 110 
' stook of subsidiaiies, bSO 
trust, 64, 117 
illegal use of, 707 
in leconstruction, 701 
in reoiganization, 794 
treatment under Fodeial Soountios 
Acts, 119 

who IS entitled to pimlegos of, 110 


. Wabash Railway Co • 
prefeirod stock of, 136 
I leoigamzation of, 788 
Wage-earneiB, prior claims of, 785 
Wages. « 

liability of stockholders for, 132 
unemployment insuiance taxes, 172* 


Woiting peiiod under Securities Act of 
1033, 408 

picasuio in belling not eased by, 117 
Wdivei 

of dof, lulls by bondholdois,,21<) 
of sinking fund, 295 
WiiehoiibU loceipts, 191, 192 
Waiiants, iHei, Stoi k puicluibo wairauts 
Wash sales, piohibitiun of, 311 
Washbuin Wiio Co, cIToet of ledemp- 
tioii on stock, 142 

Washington Railway <b Elooliic Co , 
opon-ciid moitgage, 216 
Wasting assets, 275, 647 
bonds seemed by, 288 
Wateicd stock, 132, 308 
disadvantages of, 310 
non-pai stock to pi event, 308 
when justified, 312 
Wearing value, meaning of, 550 
Webb-Ponioiene Act, 723 
Welfare loserves, 580 
West Rnd Sticet Ry , lease, 673 
Wcbtcin and Atlantic R R , lease, 005, 
070 

Western Paeffio R R. 
guaranteed bonds, 238 
loans for asscbsmonts, 793 
Western Union Tologiapb Co., control 
of, 682 

Wostmghouso An Brake Co , dividend 
iBooid, 605 

Wostinghoiise Eloctne and Mfg Co , 
lecoivoiship, 737 
Whooloi-Loa A.ot, 721 
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